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TEACHING ACCOUNTING TO NON- 
TECHNICAL STUDENTS 


Grorce O. May 


the invitation to prepare a paper on 

education for nontecknical students. 
The first was the great importance of the 
subject. In concluding a recent address on 
“Accounting as a Social Force,” I said: 
“Today is the era of the accountant, with 
all that this entails in the way of opportu- 
nity and responsibility.” That the same 
view is held by the American Accounting 
Association may be inferred from the lan- 
guage used in Accounting Principles Un- 
derlying Corporate Financial Statements, is- 
sued in 1941: 

So many vital decisions of business and gov- 
ernment depend on the interpretation of such 
statements that they have come to be of prime 
economic and social significance. 


Te: CONSIDERATIONS led me to accept 


The second consideration was a convic- 
tion that the opportunity and the responsi- 
bility must be shared by those who teach 
and those who practice accounting. A part 
of the task is to consider our responsibility 
for providing education that will result in 
the production of the best financial state- 
ments that can be devised. Another part 
is to promote recognition of the fact that 
the significance of such statements is both 
very great and definitely limited. Educa- 
tion upon this latter point is needed not 
only by businessmen and investors, but by 
lawyers, economists, administrators—in 


fact, by all who occupy responsible posi- 


tions in our national economic life. Failure 
to recognize the importance of the part 
played by accounting in the complex affairs 
of today is scarcely more common than a 
disposition to attach to accounts signifi- 
cances which they cannot possibly possess. 

The extent to which accounting enters 
into the determination of business transac- 
tions, taxation, rate regulation, and other 
vitally important phases of our economic 
life should need no demonstration. In the 
last few years there has been a disposition 
to treat something called the “national 
income” as a fundamental of economic 
policy. National income should be an ac- 
counting concept. How far it is from being 
anything of the kind may be illustrated by 
the fact that an increase in national income 
is regarded as a major objective, yet appar- 
ently an increase of billions of dollars could 
be brought about either by the substantial 
achievement of increasing production, or 
by a mere change of procedure which 
would take away excessive profits through 
taxation rather than through renegotia- 
tion. Today, national income is a vague 
term that conveys widely different mean- 
ings to different minds. It is a task for 
accountants to make the term suitable for 
use as a central concept of our economic 
thinking. Indeed, the economic statistician 
must become an accountant, or the ac- 
countant must take his place. 
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Accounting thought centers today around 
the notion of income. But, unfortunately, 
even in the narrower field of business in- 
come there is no general agreement on such 
questions as how income should be meas- 
ured or how it should be defined ideally if 
all difficulties of measurement could be 
overcome. A prime necessity for all those 
engaged in economic, statistical, financial, 
or governmental activities is to understand 
both the usefulness of a given concept of 
income and the severe limitations on its 
significance. To this end, they should learn 
how income figures are, in fact, computed 
in various circumstances. 

In recent years the courts have been 
forced to recognize more and more com- 
pletely that “value” is a word of many 
meanings, and that the sense to be attrib- 
uted to it varies with the circumstances. 
In the railroad field, for instance, the 
courts have fully accepted the notion that 
the same piece of property may have 
widely different values for different pur- 
poses, and that for none of these purposes 
may value be measurable with any consid- 
erable degree of exactitude. Administrators 
and judges in the postwar period will have 
to realize that the same is true to a very 
large extent of income, and particularly of 
income for a relatively short period of time, 
such as a year. Income is a measurement 
of the effects of some or all of the economic 
events by which the accounting unit is 
affected, and the decision as to what events 
shall be accorded accounting recognition is 
a matter of choice. The allocation in point 
of time must be made on the basis of what 
I prefer to call “conventions,” using that 
word in much the same sense in which it is 
used in the distinction between. natural 
and conventional law. 

An essential step towards education in 
accounting of those outside the profession 
is no doubt to bring home to those who are 
today practicing accounting a more effec- 
tive realization of the facts I have men- 


tioned. As a distinguished English account. 
ant wrote me recently in commenting’ on 
one of my publications: “I was particularly 
pleased to see the emphasis which you 
have laid upon the changing character of 
accounts and to notice how careful you 
have been to point out that accounting 
principles are in a vast majority of cases 
nothing more than accountants’ preju- 
dices.” 

Before speaking of the education of 
other than technical students, it is there- 
fore desirable to review briefly the problem 
of the education of those who intend to 
become accountants, either in professional 
practice or in the employ of corporations 
or business enterprises. 

The work of the practicing accountant, 
apart from very special fields, divides itself 
naturally into: bookkeeping—a purely re- 
cording function; preparation of financial 
statements—an interpretive and exposi- 
tory function; audit of the propriety of 
transactions; and audit of the accounting 
treatment thereof. The great majority of 
accountants are employed either in book- 
keeping or in auditing. Comparatively few 
are ever called upon either to devise com- 
plete systems of accounting records or to 
determine what accounting treatment of 
unusual events is called for. True, it is not 
possible to determine in advance exactly 
which entrants to the profession will be 
called upon to perform these functions, but 
there is obviously a demand for a large 
number of entrants of whom no more will 
be required than some familiarity with 
general theories and the ability to carry 
out work in accordance with broad di- 
rections given to them. The present system 
of education in accounting in many schools 
is perhaps adequate to meet such require 
ments. 

There would, however, seem to be @ 
need for schools in which entrants to the 
profession could acquire more than the 
minimum knowledge and thus fit them- 


selves to achieve a complete mastery of at 
least some branches of professional work. 
These students would constitute the nu- 
cleus for schools for the higher and broader 
education in accounting which. its in- 
creased importance seems to demand. In 
such schools there would seem tc be room, 
also, for students who might desire to 
acquire the understanding of accounting 
that is necessary for the performance of 
administrative tasks in business or govern- 
ment, and for lawyers who plan to devote 
themselves to those branches of law which 
have to do with activities in which ac- 
counting is of vital importance, such: as 
corporation law, tax law, regulatory law, 
etc. 

How much of the basic training of those 
who plan to enter the accounting profes- 
sion is necessary for these other students is 
a question on which opinions will doubtless 
vary widely. Clearly they would not need 
to be competent to conduct an audit or 
install a system. Some would take the 
position that no more than a general famil- 
iarity with the technique of double-entry 
bookkeeping itself is called for. My own 
experience leads to the opposite conclu- 
sion. I believe it is a great advantage to a 
business executive to be able to record or 
visualize the effects of a series of business 
transactions in terms of the accounting 
technique—to understand what account 
will be charged and what credited at each 
stage of a series of events to be anticipated. 

It is noteworthy that accountants in in- 
creasing numbers have risen to high execu- 
tive positions. In England, many of those 
who propose to go into manufacturing or 
commercial enterprises spend a year or 
two in accountants’ offices to familiarize 
themselves with techniques, to accustom 
themselves to thinking in terms of ac- 
counting analysis, and to acquire the abil- 
ity to read and interpret financial state- 
ments readily. The differences in our meth- 
ods of education are such that it would ve 
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more natural for us to develop these abili- 
ties in educational institutions rather than 
in the offices of practicing accountants. I 
am sure that no successful businessman 
will ever regret the time he spent in acquir- 
ing a fair grasp of accounting techniques, 
for which purpose practice in applying 
these techniques, as well as a familiarity 
with the theories, is necessary. 

I visualize, then, new courses designed 
for men who may not plan to make ac- 
counting their profession and men who 
plan to become masters of it. A theoretical 
and practical understanding of double- 
entry accounting, and its techniques, would 
be a prerequisite. But no knowledge of 
auditing would be required. Courses would 
be designed to provide a broad background 
and to present accounting in its proper re- 
lation to law (particularly corporate and 
administrative law), economics, and gov- 
ernmental. administration. 

The first step towards the establishment 
of such courses is the development of a 
broader viewpoint on the part of present- 
day accountants, whether engaged in edu- 
cation or in practice. Compared with cost 
accounting, financial accounting today is, 
in my judgment, crude, timid, hidebound, 
and unimaginative. These characteristics 
make it easy for those of firmer purpose, 
who see in accounting a powerful means of 
achieving their objectives, to lay down 
accounting rules pragmatically designed to 
advance their purposes without encounter- 
ing any firm or united expression of sound 
accounting views which might halt or im- 
pede the movement. 

Accounts, such as an income statement, 
have only a limited significance; it is im- 
portant to establish as definitely as possi- 
ble what I may call ‘normal standards of 
significance,’ so that the responsibility of 
accountants in respect to their preparation 
may be measurable and the limits within 
which they may fairly be relied upon may 
be defined. Cases arise in which a normal 
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standard of significance is unattainable; 
then the accountant must do the best he 
can and clearly state why he can do no 
better. 

Accountants do not perform their full 
duty when they adhere to methods of ac- 
counting or presentation which are ad- 
mittedly uninformative if not actually mis- 
leading, and rely on footnotes to supply 
the deficiencies of the accounts themselves. 
To me, the explanatory footnote, which 
adds to the information given in the highly 
condensed form in which accounts are 
commonly presented, is useful and desir- 
able. A qualifying footnote, which ex- 
plicitly or implicitly admits that the 
presentation of the situation in the ac- 
counts is likely to mislead, and attempts 
to give supplementary information through 
the use of which the reader can prepare a 
more illuminating statement for himself, is 
to my mind a confession of at least partial 
failure, and failure should occur only when 
it is made inevitable by circumstances. 

The advocacy of stereotyped even 
though inappropriate methods of pres- 
entation, accompanied by footnotes in 
which the really illuminating information 
is embodied, was to my mind a serious 
defect of the Statement of Accounting Prin- 
ciples issued by the American Accounting 
Association in 1941. ; 

There is need, also, for all accountants 
to face squarely the question of the nature 
of accounting principles, so-called. I have 
never yet found anyone who would cite to 
me a principle of accounting that had the 
fundamental quality that some regard as 
common. Some accounting rules are dic- 
tated by powerful considerations; other 
accounting rules are highly artificial and 
find their justification in the fact that some 
rule has to be adopted and that there are 
no alternatives which rest on stronger 
ground. 

Of course, good accounting is character- 
ized by virtues which are an element of 


proper behavior in any field, such as hon: 
esty, truthfulness, fairness, clarity of ex. 
pression, and others. To my mind, 4 
necessary step in the development’ of 
higher accounting education is to free 
ourselves from the shackles of account: 
ing fundamentalism and to subject our 
beliefs to the rigors of a higher criticism, 

It is not possible for me within the scope 
of this paper to support these general ob- 
servations by detailed specifications. But 
ample illustrations of my views will be 
found in various discussions of accounting 
problems which I have made public in the 
last ten or twenty years. 

The re-examination of accounting that 
is necessary will call for extensive account: 
ing research. I should like to see research 
professorships established, the holders of 
which would, in cooperation with the 
American Accounting Association, the 
American Institute of Accountants, and 
other bodies, undertake such a re-examina- 
tion and offer criticisms and suggestions as 
to the line which accounting should follow 
in the years ahead. Such a program should 
appeal not only to accountants but to all 
who are interested in the sound develop- 
ment of our economic policies and our 
system of business enterprise. That ac 
counting policies have important influence 
on economic trends is manifest. 

The financial accounting of today isa 
necessary result of the creation of the 
modern corporation, which in turn may 
be said to be an inevitable outcome of the 
Industrial Revolution. The problems which 
accounting has to face grow mainly out of 
the investment of money in instruments of 
production whose life is expected to extend 
over many accounting periods but not to 
be so long as to be regarded as, for practical 
purposes, perpetual. It is difficult to con- 
ceive of such operations being carried out 
on the scale that has been attained without 
the creation of organizations having the es 
sential characteristics of the modern cor 
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poration. Today, the corporation is the 
dominant type of business organization. 
And the corporations in which manage- 
ment is separated from beneficial owner- 
ship, and is in the hands of a management 
class, are so numerous and important that 
they play a predominant if not a decisive 
part in fashioning corporate accounting. 

The general business corporation is an 
artificial product of law and is governed by 
statutes and contracts. It is a relatively 
modern institution. It is interesting to re- 
call that in Gladstone’s famous English 
Joint-Stock Company Act of exactly one 
hundred years ago the general principle of 
limited liability was rejected, though com- 
pulsory audit of companies whose shares 
were transferable was required. 

The historical approach to a problem is 
usually helpful, and the considerations 
which have been advanced suggest that 
the period of history to be covered in our 
case is relatively short, and that adequate 
source material should be readily available. 
The changes within living memory in the 
conditions affecting accounting have been 
notable—not only has there been a great 
development of the business corporation 
and a wide extension of the ownership of 
interests in such corporations, but our 
views of the responsibility of business to~- 
wards labor and our systems of taxation 
and regulation have changed rapidly. To 
an increasing extent government has come 
to exercise a direct influence on prices, in- 
terest rates, and other crucially important 
elements of business. The importance of 
valuation has diminished and the impor- 
tance of cost has increased. 

The Association’s A Tentative Statement 
of Accounting Princ'ples Underlying Cor- 
porate Financial Statements, issued in June, 
1936, said: ‘Accounting is thus not essen- 
tially a process of valuation, but the alloca- 
tion of historical costs and revenues to the 
current and succeeding fiscal periods.” 
With important reservations I agree with 
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this statement. But I do not believe that 
any such. statement could rightly have 
been made a half century ago, and I believe 
that the reason why it is substantially cor- 
rect today is mainly that the process of 
allocation of costs offers so much less diffi- 
culty than that of valuation. A historical 
study of the roles of cost and valuation in 
accounting is a necessary part of an ac- 
counting education. 

How far the justification of the use: of 
the cost basis lies in its greater practicabil- 
ity and how far it lies in an inherent theo- 
retical superiority is a question of funda- 
mental importance in the study of the 
philosophy of accounting. It has an im- 
portant bearing on the question left largely 
unanswered in the Tentative Statement— 
how “the amount of cost which is reason- 
ably applicable to future operations” 
should be determined. 

I suggest, also, that the history of ac- 
counting should be read in relation to the 
history of corporate law, both here and 
abroad. I think it is true that there has 
been much in common between the Ameri- 
can and the English attitudes towards 
both accounting and corporations, At the 
same time, there have been significant 
differences. A comparison of our history 
with that of Great Britain and other coun- 
tries will, I am sure, throw valuable light 
on the problems which now confront us. I 
speak with confidence on this point. be- 
cause my own experience has been largely 
in the international field, and comparisons 
of procedures in various countries have 
been most helpful to me in reaching con- 
clusions and in creating confidence in the 
soundness of those reached. 

An important part of the research work 
which needs to be undertaken would deal 
with the concepts of income. These vary 
among countries as well as among those 
who view accounting from different angles. 
A study of foreign systems will be helpful 
in this phase of the work. 
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The results which flow- from the adop- 
tion of one concept of income rather than 
another are matters which the consulting 
accountant, the administrator, and the 
economist should all have clearly in mind. 
Familiar illustrations of such differences 
are the contrast between American and 
British views in relation to capital gains 
and losses, the treatment of wasting assets, 
and the differentiation between interest and 
dividends. 

The courses which I envisage would dis- 
cuss the nature of the various concepts and 
the essential nature of the differences 
among them in relation to the purposes for 
which income determinations are used. 
The bearing of changes in the price level 
on the measurement of income, the extent 
to which corporate entity affects income 
accounting, the problems of investment 
income, the cases in which new views come 
to be taken of either the facts or the proper 
accounting treatment of past events and 
transactions—these are among the many 
questions which should be considered in 
the courses and, as a first step, in the sci- 
entific research studies which are neces- 
sary. Still others are mentioned in an ad- 
dress on “Future Trends in Accounting” 
which I made at the Tenth Annual Meet- 
ing of the Controllers Institute. 

Both the American Accounting Associa- 
tion and the American Institute of Ac- 
countants have already taken steps in the 
direction which I have indicated. I regard 
A Tentative Statement of Accounting Prin- 
ciples Underlying Corporate Financial Siate- 
ments, issued by the Association in 1936, as 
a valuable contribution to the creation of 
an orderly body of accounting thought, 
though there are many views expressed in 
it with which I am unable to agree. 
Frankly, I regard the more definitive 
Statement of 1941 as premature and de- 
fective in that it largely ignored develop- 
ments in accounting between 1936 and 
1941. I have found the language of differ- 
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ent parts of that statement inconsistent 
and the meaning in some cases far from 
clear. Both supporters and opponents of 
the “cost or market” basis for stating in. 
ventories have claimed support from it for 
their respective views, and I have never 
been: quite able to decide which claim was 


the better founded.’ But ambiguity is the ' 


primrose path that constantly tempts the 
seeker for uniformity or unanimity. 

The omission of the word “tentative” 
from the description of the second state- 
menf seems to me to have been unwise. I 
regret, also, that the Association in its re- 
vised Statement of 1941 discarded the word 
“allocation” and substituted such expres- 
sions as “costs which have been absorbed 
in producing,” “costs that have expired,” 
and “diminutions or partial expirations of 
cost.” I do not believe that the new terms 
are apt to convey the meaning sought to 
be expressed. Costs do not expire or dimin- 
ish; but (a) the unexhausted usefulness of 
the benefits derived from them, or (b) the 
value of that unexhausted usefulness, or 
(c) the unallocated portion of the cost may 
diminish or be reduced to nothing. The 
new terms are therefore, I think, inexact 
and indefinite when carefully construed. 

However, the major objection to'themin 
my mind is that they convey an erroneous 
general impression which the word “alloca- 
tion” avoids. What takes place in account: 
ing in relation to depreciation, for instance, 
is action based on judgment and conven- 
tion—not the recording of a factually de 
termined exhaustion or diminution. Ak 
location is therefore an eminently appro 
priate word to be used in the description 
of the process. The practical importance of 
this point is strikingly evidenced in the 
discussions of the report of the National 
Association of Railroad and Utilities Com- 
missioners on depreciation, in which the 
error was made of representing straight 


1 Cf. Financial Accounting, p. 180. 
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line depreciation as a factual measure- 
ment.’ 

The Tentative Statement of 1936 pro- 
ceeded on the basic assumption that “... 
a corporation’s periodic financial state- 
ments should be continuously in accord 
with a single coordinated body of account- 
ing theory.” The Statement of 1941 ex- 
pressed the view that “. . . every corporate 
statement should be based on accounting 
principles which are sufficiently uniform, 
objective and well understood to justify 
opinions as to the condition and progress 
of the business enterprise behind it .. . it 
should be possible for a person moderately 
experienced in business and finance to ex- 
amine such statements with the expecta- 
tion of deriving from them basic financial 
facts on which judgments may be prem- 
ised.” 

Both these pronouncements thus con- 
templated a rather rigid body of account- 
ing principles which would be uniform, 
objective, and well understood. The words 
“well understood” imply a process of edu- 
cation after the principles have been de- 
veloped, and may therefore be disregarded 
for present purposes. The word “‘objec- 
tive” seemingly meant only that the for- 
mulation of the principles should not be 
affected by the selfish views of business 
managements and accountants. This leaves 
only the word “‘uniform’’ to be considered. 

There would, no doubt, be general agree- 
ment that there should be uniformity in 
the treatment of like facts by like persons 
for like purposes. But when not all of the 
three conditions are present, the question 
arises what points of resemblance are con- 
trolling. In a recent legal discussion of a 


similar question, one well-known lawyer: 


pointed out that if the question were one 

of zoological classification, a cat might be 

said to be like a tiger; but if the issue were 

suitability as a pet, the cat might be more 

like a canary. So in accounting the pur- 
* Cf. Financial Accounting, pp. 162-168. 
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pose for which the classification is made is 
all-important, and if financial statements 
are used for widely different purposes, uni- 
formity of classification becomes possible 
and useful only within limits. Agreement 
upon the purpose of a financial statement 
is essential to a correct interpretation of it. 
So a crucial question is—can single-pur- 
pose financial statements be made domi- 
nant, and, if so, what should be regarded 
as their major purpose? 

The Association’s Statement says that 
the purpose of financial statements is “to 
furnish information that is necessary for 
the formulation of dependable judgments.” 
The question at once suggests itself—judg- 
ments upon what? The Statement goes on 
to say: “A knowledge of the origin and 
expiration of the economic resources of a 
company and the resultant changes in the 
interests of its creditors and investors is 
essential to this purpose, and these facts 
should be expressed in such a manner as 
to make the financial statements both in- 
telligible and, as far as possible, compara- 
ble with statements of other periods and of 
other corporations.” 

The implication is that the adoption of 
the Association’s views will provide the es- 
sentials that are called for. But the impli- 
cation is not borne out by the rest of the 
Statement; and, inspeaking of “‘aknowledge 
of the origin and expiration of the eco- 
nomic resources of a company,” the State- 
ment implies that. financial statements are 
more largely factual than they can be. 

In discussing costs, the Statement recog- 
nizes the necessity for estimates, but even 
here it fails to make clear that the esti- 
mates are not necessarily estimates of any- 
thing factual but may be estimates of the 
proper charge or credit on the basis of a 
given convention. There are important 
cases in which allocations are not conspicu- 
ously factual but, instead, are more or less 
completely conventional. In some in- 
stances, the convention commonly adopted 
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may have no more manifest superiority 
over another than the convention which 
decides upon which side of the road we 
shall drive. Indeed, just as in that case, 
the choice has changed from time to time 
and today differs in different jurisdictions. 
The problem is one of classification; and 
as my friend Mr. Reinold Noyes pointed 
- out, in discussing costs in the American 
Economic Review of September, 1941, the 
classifications do not exist in nature and 
the criterion is a matter of choice, of sci- 
entific utility, and not of right or wrong. 
The American Institute has, at least 
since 1932, taken the position that ac- 
counting rules or principles should take 
cognizance of the purposes for which state- 
ments are prepared, and in its first bulletin 
said that accounting conventions may re- 
quire change as the major purposes of ac- 
counts change. In an article which was 
published in the ACCOUNTING REVIEW some- 
thing over a year ago, I drew attention to at 
least six different purposes which general- 
purpose accounts were intended to serve. 
I expressed doubt whether any single form 
of statement could serve these purposes 
even reasonably well. It is known that the 
Securities and Exchange Commission and 
the Bureau of Internal Revenue have failed 
to agree on accounting principles. Differ- 
ences on similar questions between regula- 
tory bodies are frequent. I do not here 
propose to pass on the merits of the various 
views. I shall only point out that these are 
matters which need to be explored thor- 
oughly before the question of codification 
of accounting can usefully be considered. 
We must all recognize, however, that 
there are today at work important forces 
tending towards premature crystallization 


of accounting procedures. Great powers 
over accounting are vested in bodies which 


are neither expert in accounting nor re- 
quired to pay heed to the views of those 
whose experience qualifies them to express 
informed judgments. The courts afford no 
protection. Typically, they are only too 
glad to disclaim accounting competence 
and to accept the views of the administra- 
tive body whose attitude, though it may be 
inspired by different motives, may be no 
more objective than that of business man- 


agements. The trend of accounting devel- | 


opment in the immediate postwar period 
will have a marked influence upon our 
economic future as well as upon the status 
of accountants. The American Institute of 
Accountants has recognized the seriousness 
of the present situation and is prepared to 
act as a body in an effort to prevent ill- 
considered developments in accounting 
that would be detrimental to the gen- 
eral public interest. I hope that the As- 
sociation will be prepared to do likewise. 
To this end, we must first re-examine our 
own beliefs courageously and dispassion- 
ately and must educate ourselves more 
thoroughly. We must then spread an un- 
derstanding of accounting, its enormous 
values, and its inevitable limitations over 
a wide circle outside the profession. We 
must also resist the efforts of any who 
would employ the great power of account- 
ing to create false conceptions in order to 
further objectives which they desire to 
achieve. This is necessary whether the 
objectives are inspired by self-interest or 
ambition, or by a genuine concern for the 
public interest. We could not ask for a 
more inspiring educational task. I hope 
that we may prove equal to it. 
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LEGAL REQUIREMENTS AND 
ACCOUNTING STANDARDS 


RurFus WIXON 


derly, systematic, coherent; they 

should be in harmony with observ- 
able, objective conditions; they should be 
impersonal and impartial.’”’ Just what part 
should legal requirements play in the for- 
mation of accounting standards designed 
to meet the above tests? This question, of 
course, has been discussed previously. 
Kester, for example, has stated: “.. . ac- 
counting principles and rules dare not run 
counter to established legal principles.’ 
Paton and Littleton, on the other hand, 
declare that a statement of accounting 
standards “should avoid any appearance 
of encouraging violations of existing law, 
but it need not accept as good accounting 
all definitions, policies, and practices which 
legislators and the courts have added to 
the accounting structure.’* Accountants 
know that laws cannot be ignored, but this 
does not necessarily imply that legal re- 
quirements must be given precedence in 
the formation of accounting standards. 

It is the purpose of this paper to present 
two cases involving corporate capital stock 
transactions in which certain legal aspects 
of the transactions are considered. These 


Nae, standards should be or- 


- cases will be discussed with a view toward 


establishing the extent to which legal fac- 
tors are to be given precedence in their ac- 
counting presentation. Both cases concern 
the accounting for original issues of capital 
stock. Case one, however, relates to the 
time of issuance, whereas Case two refers 
to the recording and reporting of‘ the con- 
sideration received. 
 W. A. Paton and A. C. Littleton, An Introduction 
to Corporate Accounting (American Account- 
ing Association, 1940), p 
Roy B. Kester, Accounting Principles,” 


Journal of Accountancy, December, 1942, p. 532. 
* Paton and Littleton, op. cié., p. 4. 


Case No. 1. 


To comply with the statutes of most 
states, the articles of incorporation must 
set forth the minimum amount of capital 
with which the corporation will commence 
business, Thus, it is often necessary that a 
minimum amount of capital stock be sub- 
scribed and paid in as a condition to the 
right of a corporation to begin operations. 
If this required amount is small, the major 
amount of subscriptions to stock may pre- 
sumably be taken after the corporation is 
formed, in order to provide the capital 
needed to carry out the purposes of the 
corporation. An accounting problem, then, 
concerns the procedure of recording these 
stock subscriptions. 

A not unusual procedure is one which 
presents a scheme of entries which empha- 
sizes three distinct steps as subject to 
record. These steps are: (1) taking the 
subscription; (2) collection of the subscrip- 
tion; (3) issue of the stock certificate. By 
way of illustration, let us assume that a 
corporation has been authorized to issue 
10,000 shares of capital stock with a par 
value of $10 each, and that subscriptions 
are taken for 1,000 shares at par which are 
subsequently collected and stock. certifi- 
cates issued. The entries consistent with 
the three steps enumerated above would be 
as follows: 


4 See. W. A. Paton, Advanced A 
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Cash 
Subscriptions Receivable. ...... 


10,000 
To record collection of subscriptions. 
(3) 
Capital Stock Subscribed......... 10,000 
Capital Stock Outstanding. . 10,000 


To record the issue of certificates. 


Under this scheme of entries, the first 
step recognizes on the corporation’s books 
the claim of $10,000 against the subscriber 
or subscribers, and it is set up as an asset 
under the specific title “Subscriptions Re- 
ceivable.” This recognition has legal sup- 
port inasmuch as, “The liability of a 
subscriber for the amount of his unpaid 
subscription is contractual. Such liability 
is a debt, and the subscriber is a debtor to 
the corporation.” The propriety from the 
legal point of view of the credit to “Capital 
Stock Subscribed” in this first step, how- 
ever, may be questioned. 

The entries presented above imply that 
capital stock, subscribed does not become 
issued stock until the stock certificates are 
issued. Paton, for example, suggests that 
the “Capital Stock Subscribed” account be 
interpreted as “the equity of the ‘stock- 
holders-in-process.’”"® Thus, the title 
“Capital Stock Subscribed” represents 
that portion of the authorized capital 
stock which has been subscribed but which 
has not been tssued—an earmarking, so to 
speak, of capital stock no longer available 
for subscription but actually not outstand- 
ing. There is, of course, no conflict be- 
tween the law and this accounting pro- 
cedure if the stock has not been issued at 
this step in the scheme of entries presented. 
If, however, the stock is legally issued at 
any time prior to issuance of the stock 
certificate, there is a conflict. This conflict 
is, in a sense, admitted in the Accountants, 
Handbook, which states: 


Although the legal status of the stockholder is 


5 William Meade Fletcher, Cyclopedia of the Law of 
Private Corporations, Volume 4 (Callaghan and Com- 
pany, Chicago, 1931), Section 1415. 
® Advanced Accounting, p. 497: 
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not dependent upon the issue of a stock certificate 
covering his capital contribution the preparation 
and delivery of the certificate are convenient ob- 
jective tests for closing the temporary credit to 
capital stock.’ 

While delivery of the certificate is, admit- 
tedly, a more convenient test for setting 
up the credit to “Capital Stock Outstand- 
ing,” it is doubtful that it is the objective 
test. Certainly, if accounting standards are 
to be “in harmony with observable, objec- 
tive conditions” and to be “impersonal and 
impartial,” convenience is not the proper 
test of the time when capital stock should 
be recognized as outstanding. On the other 
hand, while the issurance of capital stock 
is considered by some accountants to be 
primarily a legal question,® it is doubtful 
that an accounting standard applicable to 
this case should depend solely upon an 
interpretation of complex legal definitions 
and policies as to when stock becomes out- 
standing. 

The determination of just when capital 
stock is legally issued is not a simple mat- 
ter. There appear to be two types of con- 
tracts by which an individual may enter 
into an agreement to take stock in a cor- 
poration, and the distinction between the 
two is evidently important in the legal 
determination as to when the individual 
becomes a stockholder. These two types of 
contracts are (1) a subscription to stock, 
and (2) a contract to purchase a stock. 
The distinction between the two is some- 
what clarified by reference to the case of 
Stern v. Mayer, in which the court stated: 

The distinction between the sale of corporate 
stock and subscription thereto is that a subscriber 
has certain attributes in the way of rights, privi- 
leges, and liabilities, ordinarily including title, 
that do not attach to a purchaser. Plaintiff asks 
to have this instrument construed as a subscrip- 


Press Company, New Yor! 
8 See William T. Suniey and Willian J, Carter, Cor- 
poration Accounting, Revised Edition (The Ronald Press 
Company, New York, 1944), pp. 37, 42. 
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tion with the attributes mentioned withheld from 
the defendant, or suspended until he makes pay- 
ment. The absence of such rights and liabilities is 
the very thing that prevents holding the instru- 
ment to be a subscription. If these attributes are 
to attach only on complete performance by de- 
fendant, the transaction is ordinarily a sale. The 
subscriber by the terms of his contract becomes 
the owner of the stock before the certificate is 
jssued or delivered. Contracts for sale and pur- 
chase ordinarily confer no title or interest in the 
subject-matter therein. In case of a sale of shares 
by the corporation, the purchaser is not a stock- 
holder with respect to the corporation until the 
agreement is executed by transferring the shares 
on the books of the corporation.®* 


Similarly, in the case of Boroseptic Chemi- 
cal Co. v. Nelson, the court opined: 


In construing any contract for the taking of 
stock in a corporation, the question whether it is 
astock subscription or an executory contract for 
the purchase and sale of stock is to be determined 
from the terms of the contract itself, and the in- 
tention of the parties. 

If the contract is such as to convey the present 
tights of a stockholder, it is a subscription, in the 
strict sense. If the contract indicates that it is the 
intent of the parties that title to the stock and the 
tigkts of a stockholder shall not pass until some 
future time, it is to be construed as an executory 
contract for the purchase and sale of the stock.'® 


Although the above citations tend to 
indicate that a subscriber becomes a 
stockholder as soon as his subscription is 
accepted by the corporation, whereas an 
individual entering into a so-called con- 
tract to purchase does not become a stock- 
holder until payment is made, this state- 
ment cannot be construed as an inflexible 
tule inasmuch as Fletcher reports: 


Whether the instrument indicates an intention 
tomake the party a stockholder prior to his fully 
performing his contract is an important element, 
although the fact that all rights as a stockholder 
are postponed by the contract until after pay- 
ment in full does not necessarily show the con- 
tract is one of purchase rather than of subscrip- 
tion... . Agreement of the corporation to issue 
and deliver the stock when the purchase price is 


* Stern v. Mayer, 166 Minn. 346, 207 N. W. 737. 
a Chemical Co. 0. Nelson, 53 S.D. 546, 221 


paid, while indicative of a sale rather than a sub- 
scription, does not preclude a subscription rather 
than a sale." 

Support for this statement may be found 
in cases of which Smith v. General Motors 
Corporation is representative. In this case 
the court declared: 

Doubtless, in the absence of special agreement, 
a subscriber for stock has at least some of the 
rights of a stockholder, from and after the ac- 
ceptance of his subscription; but there seems to 
be no reason why by express agreement the vest- 
ing of these rights may not be postponed, without 
thereby destroying the character of the transac- 
tion as a subscription and transforming it into 
something else.” 

From the foregoing quotations it is 
evident that a person may legally be con- 
sidered a stockholder before he has paid 
his subscription in full. Reference to vari- 
ous state statutes will disclose, moreover, 
that some jurisdictions permit the issuance 
of certificates on partly paid stock while 
others forbid the issuance of stock cer- 
tificates until the subscription is fully 
paid. In either event, however, it is not 
the issuance of the certificate which con- 
stitutes one a stockholder. It is impor- 
tant to observe, too, ‘that “Subscriptions 
to the stock of a corporation ...are... 
entirely matters of contract, and therefore 
depend for their validity upon a satisfac- 
tion of the requirements of general con- 
tract law with respect to consideration.’™ 
Also, “The legislature may prescribe the 
manner and mode of creation of a sub- 
scription contract in a corporation. It may 
declare what shall amount to such a con- 
tract or what shall be evidence that the 
party proposing to take stock has com- 
pleted the contract on his part.” One may 
conclude, therefore, that the time of legal 
issuance of capital stock can be determined 
in fin: any given case only after considering 


Fletcher, Cyc. Sec. 1372. 
12 Smith ». General 
13 American Jurisprudence, Corporation, Sec. 228. 

[bid., Sec. 225. 
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the terms of the specific subscription agree- 
ment, charter provisions, and the relevant 
state statute. 

The question confronting accountants, 
then, is whether upon consulting the above 
sources of information, as well as obtain- 
ing the legal advice which probably would 
be necessary, they should consider the 
legal issuance of stock as the objective test 
of their credit to “Capital Stock Outstand- 
ing,” or whether reference to an account- 
ing standard alone should provide the 
answer. 

Accounting standards, while not in- 
tended as rules of procedure, are guides to 
proper procedure, and as such should be 
based upon fundamental conceptions of 
accounting rather than upon law. Thus ac- 
counting standards, while not ignoring the 
corporation as a legal entity, should be 
more concerned with the corporation as a 
business entity. In other words, accounting 
standards should recognize that a corpor- 
ation is formed for carrying on a particular 
purpose, and the authority which the 
state gives it to issue stock is an author- 
ization to raise capital to carry out this 
purpose. Admittedly, those persons who 
contribute cash or property to a corpora- 
tion and thus acquire the rights of a stock- 
holder do have a certain legal status. The 
accountant, however, is not fundamentally 
concerned with the legal status of stock- 
holders. His view should be that which 
Littleton describes in the following words, 
“The corporation is primarily a financial 
mechanism which draws capital from 
many different sources. for a common pro- 
ductive purpose. The various capital inter- 
ests are displayed on the right side of the 
balance-sheet. Every item on that side 
represents a capital interest; each one is a 
measure of an equitable claim against total 
assets,” 

The basic consideration, then, is wheth- 


A. C. Littleton, ‘ Standards of Accounting,” 
Journal of Accountancy, t, 1938, p. 102. 


er the subscriber’s agreement to pay a 
certain sum in money or property is an 
asset. If it is so treated, it follows that 
an equity of an equivalent amount is cre- 
ated. It has been previously stated in this 
paper that the recognition of ‘“Subscrip- 
tions Receivable” as an asset has legal 
support. Over a decade ago, however, 
Canning pointed out that “the funda- 
mental test for determining whether a 
thing is or is not an asset is economic rather 
than legal.’"* Thus, the essential attribute 
of an asset is the service it is capable of 
rendering. What is the service that; a stock 
subscription is capable of rendering? It 
would appear that it is only that of pro- 
viding capital in order that the corporation 
may carry out its purpose. Until the sub- 
scription is collected, however, there is no 
capital to carry on the corporation’s af- 
fairs. The taking of the subscription is 
merely the first step in the acquisition of 
the capital and is not the actual acquisi- 
tion of the capital. 

Is it not, then, the cash or property ac- 
tually paid in which is the asset? Also, 
should an individual be entitled to an 
equitable claim against total assets by 
merely promising to contribute capital in 
the future? '; it not essential that one’s 
equitable claim be measured by the capital 
actually contributed? If these questions 
are answered in the affirmative, the ac- 
counting standard which would guide one 
in determining the time of the credit to 


“Capital Stock Outstanding” would rest | 


upon the time of payment of the agreed 
amount, rather than upon issuance of the 
stock certificate or upon the question 
whether the contract was a subscription or 
a contract to purchase stock. 

A scheme of entries to follow this stand- 
ard could be the same as that exhibited 
earlier with the exception that the third 
step wot would come with payment of the sub- 


John B. Canning, The Economics 
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scription rather than with issuance of the 
stock certificate. The “Subscriptions: Re- 
ceivable” account, however, would be 
shown on the balance sheet as a coatra to 
the “Capital Stock Subscribed” account 
rather than as an asset. For example: 
Capital Stock Subscribed (1,000 shares at 


Less: Subscriptions Receivable............. 10,000 


This information could, if preferred, be 
shown on the balance sheet parenthetically. 
along with the authorized capital stock in 
the following manner: 


Capital Stock (Authorized 10,000 shares, par value $10 
each; subscribed 1,000 shares at par; issued and out- 
standing... .) 


Or the number of shares subscribed could 
be indicated by a footnote. The important 
thing would be to disclose to any interested 
reader the potential source of capital from 
the subscription agreement. 

An alternative procedure still in keeping 
with the suggested standard would involve 
no general ledger entry at the time of ac- 
ceptance of the subscription unless a part 
payment were made. This suggestion, of 
course, would not eliminate the desirability 
of keeping an auxiliary subscribers’ ledger 
giving the details of each stock subscrip- 
tion. For example, if we assume in the il- 
lustration above that a down payment of 


_ $5.00 per share is made with the subscrip- 


tion, then the following entry could be 
made: 


Capital Stock—Partly Paid....... 

To record payment of $5 per share on 
subscription of 1,000 shares at par 
of $10 each. 


Whether or not the “Capital Stock— 
Partly Paid” account should appear as a 
proprietary item on the balance sheet pre- 
sents another problem. In view of the sug- 
gested accounting standard, the account 
does not represent a full-fledged owner- 
ship equity. Neither, however, does it have 
all the elements of a liability in the tradi- 


tional classification. It does represent a 
source of capital, but, as noted previously, 
all items on the equity side of the balance 
sheet are sources of capital. One might, ac- - 
cordingly, term it a hybrid and classify it 
separately between the traditional. “liabil- 
ity” and “capital stock and surplus” cap- 
tions. 

When the balance of the subscription is 
called and coliected, the following entry 
would be necessary : 


ital Stock—Partly Paid........ $5,000 
ital Stock Outstanding....... $10,000 
To record collection of balance due 


on subscription and issuance of 
shares. 


This entry eliminates the hybrid “Capital 
Stock—Partly Paid” account and sets up 
the account “Capital Stock Outstanding” 
which represents the equity of fully paid 
stockholders—i.e. stockholders in the true 
accounting sense inasmuch as they have 
contributed the full amount they agreed to 
pay. 

To summarize, the time of raising a cap- 
ital stock account from a purely account- 
ing point of view is not dependent upon the 
issuance of stock certificates. Nor is it 
necessary to consult legal authorities to 
distinguish between a contract to sub- 
scribe to stock and a contract to purchase 
stock in order to determine when an in- 
dividual becomes a stockholder. The na- 
ture of the stock equity prevents such a 
distinction by definition of the term 
“capital stock.’ A corporation sells as- 
sets, but unissued stock is not an asset. It 
issues stock for consideration and the 
term “‘capital stock”’ merely represents the 
investor-owner equity in the assets. The 
objective test, accordingly, is the time of 
payment of the consideration stipulated in 
the contract. Thus, when an individual has 
paid to the corporation in cash or property 
the amount he has agreed to pay he be- 
comes a stockholder-owner with an equi- 
table claim in the total assets of the cor- 
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poration—a claim which will be supported 
by law although legal considerations were 
not given precedence in its determination. 


Case No. 2. 


The accountant, however, not only faces 
the problem of determining the time of 
issuance of capital stock so that he may 
know when to credit “Capital Stock Out- 
standing,” but, in addition, he must assign 
a monetary amount to the account. Most 
accountants would agree with Paton’s 
statement that “Ignoring legal complica- 
tions... it seems clear that the ideal 
definition of capital stock, in dollars and 
cents, is the following: Capital stock 
represents the amount of money actually 
invested by the stockholders.’”” Account- 
ants, however, have generally attempted 
to follow legal requirements in assigning a 
monetary amount to capital stock out- 
standing. In doing so they have been con- 
fronted with an array of legal complexities 
centering around statutory definitions of 
“stated capital.” If the stock involved has 
par value, state statutes require that the 
aggregate par value of the stock be con- 
sidered the stated capital. If, on the other 
hand, the stock is no-par, one will find vari- 
ations in the statutes as to the amount to 
be considered as stated capital. One state 
may require that the entire consideration 
be treated as stated capital; another state 
may require that a predetermined mini- 
mum amount be considered stated capital; 
while still another state may allow the 
board of directors to decide upon the 
amount to be treated as stated capital 
either before or after the shares are issued. 

In fact, Sanders, Hatfield, and Moore in 
dealing with this problem declare: 

When par stock is issued, capital stock should 
be credited with the amount which, under the 


statute, the corporation has designated or stated 
as the par value of the oxen stock. Similarly, 
17 “Ts it Desirable to Distin, between Various 


Kinds of Surplus?” A symposium in the Journal of 
Accountancy, April, 1938, p. 286. 


when no-par stock is issued, capital stock should 
be credited with the amount which, under the 
statute, the corporation has designated or stated 
as capital. There is, thus; no essential difference 
in accounting for the issue of par stock and no-par 
stock.'* 


Their suggested procedure is controlled 
entirely by legal considerations, and would 
mean that in any case in which the con- 
tribution of the stockholder varied from 
the statutory definition of stated capital, 
the credit to “Capital Stock Outstanding” 
would depend upon the state statute rather 
than upon the amount contributed. If the 
function of accounting is to be considered 
“a means of expressing the financial facts 
of business in a significant manner,’”” one 
may question whether legal requirements 
should be given precedence in the forma- 
tion of an accounting standard in this case. 
This is not to question the validity of the 
legal requirement that a certain portion of 
the capital paid in should be safeguarded 
against impairment for the protection of 
creditors, since if stockholders are to have 
the advantage of limited liability, creditors 
should not be denied this protection. It 
would seem desirable, however, to consider 
the legal requirement as to stated capital 
as a minimum requirement which per- 
mitted any excess received over stated 
capital to be credited to ‘‘Capital Stock 
Outstanding,” as well as the legal or stated 
amount. 

The suggested use of the “Premium on 
Capital Stock” account in the case of par 
value stock as an adjunct to the account 
showing par value accomplishes this pur- 
pose. There are accountants, however, who 
treat this premium as a surplus item.” 
When no-par stock is involved, the excess 

18 
Rane (American Institute of Accountants, 1938), 
* 1® Paton and Littleton, of. cit., p. 4. 


2 See Hatfield, Sanders , and Moore, of. cit., p. 86: 
“The premium received on an issue of shares should be 


shown in a special -surplus account and as @ 
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over stated value has almost invariably 
been credited to a so-called “paid-in sur- 
plus” account. While accountants, in the 
main, try to segregate paid-in surplus from 
earned surplus, there are occasions when 
such segregation is not made. Witness, for 
example, the following comments of Chief 
Accountant Werntz of the Securities and 
Exchange Commission: 

The other principal deficiences on the ade- 
quacy of disclosure in financial statements 
centered in the surplus section of the balance- 
sheet. There were thirty-six deficiencies cited be- 
cause of inadequacies in the disclosure of surplus. 
Most common was the practice of reporting a 
single surplus figure with no attempt to describe 
the type of surplus that is included, a requirement 
of Regulation S-X. Another fairly common de- 
ficiency was the failure to classify surplus by types 
when there was good reason to believe that such 
classification was made in the records. 


That this method of segregation is not en- 
tizely satisfactory is also evident from the 
rather large number of writers who have 
definitely advocated or implied that the 
so-called ‘paid-in surplus” account be 
eliminated from the surplus section of the 
balance sheet.” 

It accordingly appears that ‘‘Account- 
ants now generally regard the capital-stock 
and the capital-surplus accounts as being 
in essentially the same category, i.e., capi- 
tal, despite the fact that they are reported 
separately for legal and accounting pur- 


_ ™ William W. Werntz, “Some Current Deficiencies 
in Financial Statements,” Journal of Accountancy, 
January, 1942, p. 31. 

® See, for example, the following articles: R. 
Husband, “Accounting Postulates: An Analysis of the 
Tentative Statement of Accounting Principles,” Ac- 
COUNTING Review, December, 1937, p. 398; Samuel J. 
Broad, Thomas H. Sanders, and William A. Paton, 
“Ts it Desirable to Distinguish between Various Kinds 
of Surplus?” A Symposium, Journal of Accountancy, 
April, 1938, pp. 281-289; Samuel J. Broad, “Some 
Comments on Surplus Account,” Journal of Account- 
ney, October, 1938, pp. 215-216; Harry D. Kerrigan, 
“Criticisms of the Tentative Statement of Accounting 
Principles,” Accounrmsc Review, March, 1941; pp. 
39-61; “Should the Term ‘Surplus’ be Eliminated?” 
Teport of the Subcommittee on Surplus of the Com- 
mittee on Accounting Procedure, American Inatitute of 
Tporptents, Journal of Accountancy, Mey, 1942, pp. 
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poses.”™ In this case, then, accountants 
have been giving precedence to legal re- 
quirements even though they feel that if 
accounting standards alone were followed 
the results obtained would be more useful 
to all concerned. Perhaps, in this case, ac- 
countants have submitted to an apparent 
coercion from law not intended by law. 
Although it is dangerous to generalize in 
regard to legal matters, one might hazard 
the opinion that the law in requiring that 
certain minimum contributed amounts be 
considered “stated” capital is concerned 
with the ultimate protection of creditors by 
requiring that this minimum amount be 
actually paid in by stockholders. Thus, 
this ‘‘stated” capital provides a buffer for 
the protection of creditors in the event of 
losses. If more than the “stated” amount 
is contributed by stockholders, an addi- 
tional buffer not required by law is pro- 
vided. This additional buffer may have 
been thought of as protection for stock- 
holders themselves in the event of losses, in 
view of the not uncommon provision in 
state statutes permitting the corporation 
to declare dividends from paid-in surplus. 
Accordingly, accountants in attempting to 
follow the law may have created an un- 
necessary conflict between legal require- 
ments and accounting standards. 

From the accounting point of view, how- 
ever, a business is considered as formed on 
an assumption of continuity of life. This 
assumption carries with it the logical con- 
clusion that creditors’ claims will be satis- 
fied so long as the business continues suc- 
cessfully. Therefore, while the protection 
of creditors must not be overlooked, those 
procedures more in keeping with the con- 
cept of a business as a “going-concern” 
should be given precedence. Certainly 
creditors, owners, management, and the 
public are more interested in the earnings 

tute of Accountants, September, 1941, p. 102. 
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of a corporation as an indication of its con- 
tinuance as a successful ‘“‘going-concern” 
than they are in legal or stated capital— 
items that are related to legal solvency. 

What should be avoided, then, is any 
procedure which tends to obscure an accu- 
rate report of earnings. The danger of fail- 
ing to distinguish between capital and in- 
come is apparent from the too frequent in- 
stances of reporting income on treasury 
stock transactions. It is to prevent mis- 
understandings of this nature that ac- 
countants should distinguish between cap- 
ital and income. To measure the success of 
any corporation it is desirable that in- 
creases and decreases in assets arising from 
income or losses be clearly segregated from 
increases and decreases in assets caused by 
contributions or withdrawals of stockhold- 
ers. Because of this every effort should be 
made to avoid mixing equity accounts 
which show capital contributed by stock- 
holders with those equity accounts reflect- 
ing earnings retained in the business. Thus, 
accountants should consider the legal ne- 
cessity of showing “stated” capital as a 
minimum requirement rather than an ab- 
solute requirement. If it is felt that credit- 
ing ‘Capital Stock Outstanding” with the 
full consideration received for the stock 
when this consideration exceeds par value 
or stated capital is an outright violation of 
law, then the excess should be credited to 
an adjunct account and reported on the 
balance sheet as an addition to the amount 
labeled “‘stated capital” in order that the 
monetary amount of capital stock out- 
standing will still reflect the total amount 
contributed. For example, if $10 per share 
is received for 1,000 shares of no-par capi- 
tal stock having a stated value of $5 per 
share, then the balance sheet could dis- 
close this information as follows: 


ital Stock Outstanding (1,000 
issued at pee 
Stated capital, $5.00 per share.. $5, 
Excess over stated capital... .. 5,000 $10,000 


When capital stock is issued for property 
other than cash the same reasoning, of 
course, applies. The cash value of the 
property received will determine the credit 
to “Capital Stock Outstanding.” The 
monetary amount of the equity “Capital 
Stock Outstanding” is measured by the 
consideration received for the stock, and 
by no means can the issued stock be re- 
garded as consideration for the property. 
To regard it so would be tantamount to 
considering issuance of capital stock as an 
exchange of assets, and it has already been 
pointed out that the stock of a corporation 
can not be considered an asset. To repeat, 
the capital stock outstanding of a corpora- 
tion by definition represents a portion of 
the stockholders’ equitable claim against 
total assets. So long as double-entry ac- 
counting rests upon the premise that assets 
and equities are simply dual aspects of the 
same thing, equities will represent the 
sources of capital acquired, and the value 
of the assets acquired will determine the 
monetary amounts of equities. 


CONCLUSION 


In summarizing the notions contained 
in the preceding pages, it is well to point 
out that law and accounting are both es- 
sentially “human-service institutions.” 
Both are interested in public policy to the 
extent that the interests of all concerned 
must be considered—thus, both must serve 
a useful “social” purpose. Accordingly, 
since both apparently have the same 
objective the question arises: Why are 
there conflicts in the application of the 
principles of each? 

Closer analysis of the objectives of the 
two fields, however, will reveal to some ex- 
tent why conflicts do occur. Accounting 
has for its data the economic events of a 
single business enterprise. The law is inter- 
ested in the conduct of individuals in their 
relationships with one another. It is the 
function of accounting to record and re- 
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port the financial facts of a business enter- 
prise in a significant manner. It is the func- 
tion of the law to protect individuals in 
their dealings with one another. It has beer 
only in comparatively recent years that ac- 
counting has been conceived of as provid- 
ing information for anyone other than the 
owner-management group. The realization 
of the separation of ownership and man- 
agement with the growth of our large cor- 
porations, and the enactment of so-called 
“social legislation,’ however, have re- 
cently caused accountants to appraise their 
practices more critically. The result has 
been a needed review of “accepted prin- 
ciples of accounting,” and a serious effort 
to formulate accounting standards which 
recognize the function of accounting and 
the fundamental concepts upon which ac- 
counting rests. 

The field of law, too, has its traditions, 
as witnessed in the application of case law. 
But law from its beginnings was not 
limited to ‘commercial law.” There is not 
a separate and distinct branch of law in 
this country governing business activi- 
ties.“ Thus, business law as such concerns 
those rules of law which arise in business 
transactions rather than rules designed 
specifically for business practices. As indi- 


* Nathan Isaacs, The Law in Business Problems 
Macmillan Company, New York, 1934), pp. 29-30. 
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cated above, many of these rules concern 
the protection of the individuals involved 
and, accordingly, set limits for individual 
action rather than prescribe business pro- 
cedures. Businessmen, however, are natu- 
rally inclined to follow the law because of 
its coercive power, and accountants in the 
past have perhaps been too inclined to fol- 
low rather than guide business practices. 
Thus, the analysis of many business trans- 
actions has centered around the legal as- 
pects of the transactions rather than a 
sound accounting approach. 

The formidable task of developing ac- 
counting standards is being accomplished 
by the accounting profession to the vigor- 
ous accompaniment of criticism both 
within and without the profession. The ex- 
tent to which legal requirements must be 
considered is one of the loudest instru- 
ments in this accompaniment. Account- 
ants are at a disadvantage in that account- 
ing standards can not have, and are not 
intended to have, the coercive power of 
law, but offsetting this is the advantage of 
greater flexibility than law possesses. Ac- 
countants cannot help the situation by re- 
fusing to accept accounting standards 
which do not give precedence to legal re- 
quirements. They can help by refusing to 
accept without protest legal definitions, 
policies, and practices which are not con- 
sistent with sound accounting standards. 


erty 

of 

the 

edit 
The 
pital 

the | 
and 
> Te+ 
rty. 

t to 

S an | 
een 

tion 
eat, 
ora- 

n of 
Linst 
ac- 
ssets 

the 

the 
alue 
the 

ined 
yoint 

es- 
ms.” 
> the 
erve 

gly, 
same 

are 

the 

the 
eex- 
ting 

of a 
ter- 
heir 

the 
1 re- 

| 


ACCOUNTING IN THE STABILIZATION 


PROGRAM 


M. 


HE Office of Price Administration has 
had an assignment generally unique 
in American economic activity. It 
has been given the responsibility for price 
control, rent control, and rationing, three 


activities that were not customary for the . 


American people. In some form OPA af- 
fects practically every person in the nation. 
Its programs have required a large amount 
of accounting work, and just as these pro- 
grams of price control, rent control, and 
rationing were new to the average citizen, 
the great use to which accounting had to 
be put was new to both industry and gov- 
ernment. The purpose of this article is to 
set forth the manner in which accounting 
is used within OPA and to show its place 
in the over-all program of the agency. 

In establishing wartime controls in 
fields where the American people had 
never before had such controls, it was nec- 
essary to set up an organization that would 
be flexible enough to permit efficient oper- 
ation in the face of a rapidly developing 
emergency. To obtain such an organiza- 
tion, a staff that would combine a wide 
range of training and experience had to be 
recruited. Business specialists from in- 
dustry, specialists in industrial research 
and economics, lawyers, accountants, and 
other specialists were called on to cooper- 
ate in this new undertaking. 

An attempt has been made to organize 
this staff in such a way that each of the 
many and varied tasks assigned to OPA 
can be handled expertly and efficiently. 
The Administrator has a staff of assistants, 
including such advisers as a general coun- 
sel, an economic adviser, an office of ad- 
ministrative hearings, and an office of in- 
dustry advisory committees. As in other 
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government agencies, a part of the staff is 
required to take care of the budget, per- 
sonnel, and general housekeeping problems 
of the agency. 

The chief operations entailec in the 
unique programs of OPA ace assigned to 
the operating departments, including the 
field operations staff. There are six of these 
departments. The price, rent, and ration- 
ing departments establish policy and pro- 
cedures in their fields. The enforcement 
department deals with alleged or suspected 
violations. The information department 
keeps the public informed concerning de- 
velopments in the various programs of the 
Office of Price Administration and enlists 
the cooperation that is essential to the suc- 
cess of these programs. Since there must 
be an adequate factual basis for OPA ac- 
tions and since their effect on business 
enterprises must be carefully measured, 
there is an accounting department to pro- 
vide the other operating departments with 
the necessary cost and financial informa- 
tion. 

The Office of Price Administration rec- 
ognizes that the accountant is basically a 
fact-finding agent and that the integrity 
and usefulness of his work depend upon 
his freedom to set forth the facts as he finds 
them. Accordingly, the accounting staff is 
organized along the lines of an independ- 
ent public accounting firm responsible for 
obtaining and analyzing cost and financial 
information, but not directly concerned 
with the final operating decisions based 
upon such information. Under such an ar- 
rangement it is easier to maintain profes- 
sional accounting standards and to insure 
objective treatment of the many business 
records examined in the effort to develop 
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satisfactory regulations and to administer 
them effectively. 

The OPA accounting staffs in Washing- 
ton and in the field cannot be considered 
separately, since they are integral parts of 
a flexible organization developed to pro- 
vide reliable and economical accounting 
service wherever and whenever needed. Of 
course, because of the great variety of as- 
signments, some specialization is necessary 
within this staff. OPA must take every 
precaution to insure the use of accounting 
practices that are generally accepted in 
the industries under regulation. Therefore, 
a group of men with accounting experience 
in the particular industry affected is as- 
signed to work with each commodity divi- 
sion. Most of these accountants have had 
many years of experience in rubber, tex- 
tiles, chemicals, rent, or whatever the field 
may be in which.they are working: In addi- 
tion to these accountants for specialized 
commodities, 2 field staff with broad, gen- 
eral accounting experience is necessary; 
for the comparatively small staff in any 
one field office must handle a variety of 
assignments. 

Accountants in the various OPA offices 
work very closely with the executives who 
establish, make adjustments under, and 
enforce the price, rent, and rationing regu- 
lations. In the very early days of the 
stabilization program, the accountants 
were located together in a central wing of 
one of the buildings assigned to OPA. Ac- 
counting examinations were assigned to 
accountants with specialized experience in 
the particular industry whenever possible. 
With the increase in accounting work and 
the consequent growth of the staff, the ac- 


+The organizational change in OPA which nae 

ed an accounting department under a depu 
ministrator was announced in a press release of = 
ary 2, 1945. In that connection Administrator Chester 
Bowles said: “This elevation of the Office of Accounting 
Service to the rank of a department does not mark any 
change in basic OPA policy. Our accounting staff has 
mow tg functioned for us like an independent firm of 
public accountants and will continue to do so.” [Ed.] 


countants were organized into groups spe- 
cializing in the various commodities under 


control. For convenience in planning: the 
work, these groups were assigned office 
space near the corresponding operating 
branches, but their responsibility to an 
executive staff of professional accountants 
was retained. This type of organization not 
only contributes to the maintenance of 
high accounting standards, but also makes 
possible a great deal of flexibility in the 
assignment of work. Naturally, the work 
load of different sections and offices of 
OPA varies greatly from one time to an- 
other. The flexibility of the accounting 
organization permits the shifting of ac- 
countants as needed to meet the important 
peaks in work load. 

Before OPA established regional and 
district offices, it was necessary to send 
accountants from Washington to all parts 
of the country to make accounting exam- 
inations. As soon as regional and district 
offices were established, accountants were 
placed in each, and the expansion of the 
accounting staff in Washington was ar- 
rested for a time. It was thought at first 
that the accountants in the field offices 
could devote most of their time to col- 
lecting data and writing reports for the 
national office, but this plan has been rad- 
ically changed. Although the field account- 
ants often assist in the making of national 
cost surveys, most of their time is taken 
up by activities that were not originally 
foreseen. They handle many of the local 
price adjustment cases, carry the load of 
enforcement examinations and individual 
rent adjustments, and provide accounting 
controls for ration documents. When spe- 
cial techniques are demanded, the Wash- 
ington office furnishes accountants with 
specialized industry experience or other 
necessary qualifications for field assign- 
ments. Accounting policies are established 
in the national office. 

The work of the OPA accounting staff 
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covers a much broader field than is covered 
by any other government agency, and it 
differs from the work of the average public 
accountant who makes audits, prepares 
financial statements, installs accounting 
systems, and prepares state and Federal 
income tax returns. An outline of the types 
of accounting work demanded by each 
part of the stabilization program will give 
some idea of the new uses that have been 
found for our rapidly developing profes- 
sion. 


ACCOUNTING IN THE PRICE CONTROL 
PROGRAM 


Like every new and constructive under- 
taking, the price control program has 
undergone several changes. With each 
major development of price policy there 
has been an increase in the demand for 
factual data. Price control at first consisted 
chiefly of voluntary agreements by some 
industries to hold down prices and of 
freeze orders on certain key commodities. 
Under such controls, the work of the OPA 
accountants consisted chiefly of making 
industry surveys to determine whether ris- 
ing costs were seriously impairing the earn- 
ings of the industries under control. The 
technique of selective controls was found 
inadequate to stem the rise in prices that 
was taking place on all fronts, and the over- 
all freeze method of control was instituted. 
During the year following May, 1942, at 
which time the General Maximum Price 
Regulation became effective, the demand 
for accounting work increased as a result 
of the individual and industry protests 
against this general freeze. In the spring of 
1943, OPA adopted the policy of removing 
from the General Maximum Price Regula- 
tion and placing under dollar-and-cent 
ceiling prices all commodities that could 
be so treated. Each advance from rule-of- 
thumb pricing to specific controls called for 
more extensive and more intensive ac- 
counting analysis. 


Accounting surveys 

Cost and financial surveys of entire in- 
dustries still make up a substantial part of 
the accounting work. Such surveys are 
needed as the basis for new price regula- 
tions or for the revision or amendment of 
existing regulations. Of course, most of the 
products that were being made before the 
war are already under price ceilings, and 
completely new regulations are required 
chiefly for new products or for products 
that are now being made of different mate- 
rials. The various food and clothing indus- 
tries, for instance, not only seem to be 
blessed with inventive genius but also have 
raw materials that are constantly chang- 
ing. As a result of the war, substitutes 
have had to be provided for many of the 
materials used in certain industries. The 
sources of such materials as rubber, ni- 
trates, quinine, and many other essentials 
of modern warfare are located abroad. Con- 
sequently, every occupation of a country 
and every curtailment of ocean or coast- 
wise shipping has eventually brought some 
new cost problem to OPA. Now that re- 
conversion to civilian production is begin- 
ning in a few industries, other intricate ac- 
counting problems must be solved because 
of the lack of current experience on such 
production. 

The price branch or division that has 
jurisdiction over an industry often finds it 
necessary to request an accounting survey 
to determine whether or not the estab- 
lished ceilings are still generally fair and 
equitable. The current operating costs and 
margins and the over-all condition of 
companies affected by the regulation must 
be studied and compared with similar data 
for a representative peacetime period. The 
period that has been used most commonly 
by OPA in setting prices is that from 1936 
to 1939; but there are variations if this is 
not a representative period for a particular 
industry. In deciding whether or not a 
price increase must be allowed to compen- 
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sate for cost increases that cannot be ab- 
sorbed by an industry without impairing 
its normal peacetime earnings, the re- 
sponsible executive must rely heavily upon 
the results of the accounting survey. 

Some of the most difficult accounting 
problems are encountered when a survey 
must be made of a multiple-product indus- 
try to determine whether the request for 
an increase in ceiling prices on a particular 
line or product is justified. Cost data must 
be obtained on a product or departmental 
basis; and many companies do not keep 
their cost records in such a way that the 
proper allocation is readily available. As a 
matter of fact, practically every survey 
includes some companies that have no cost 
systems at all. The OPA accountant may 
therefore have some very intricate work to 
do in his effort to get at the real cost 
situation in every section of the industry. 

Another type of industry survey is con- 
ducted for the purpose of insuring that 
companies understand a regulation and are 
following its provisions in carrying on their 
business. Accountants visit companies that 
are under certain regulations to find out 
whether or not these companies are con- 
forming with these regulations and to give 
any explanations or make any suggestions 
found to be necessary. The work done on 
such a survey is of an informational nature 
rather than an investigation of suspected 
or alleged violations. 

Many surveys have been made to deter- 
mine the costs of producing scarce com- 
modities that are essential for civilian or 
military use. The accounting report on 
such a survey is used in the effort to estab- 
lish a price ceiling that will prevent short- 
ages without permitting inflationary in- 
creases. For various reasons—location, 
size, degree of mechanization, or the like— 
different companies which produce the 
same commodity may have greatly vary- 
ing costs. When all the producers of an 
essential product need price increases, the 
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price regulation is revised or amended; if 
only a few companies are suffering hard- 
ship, increases are usually made on an in- 
dividual basis, requiring an accounting 
examination of each producer. The total 
amount of the increases allowed can thus 
be kept at a minimum without causing any 
producer to suffer hardship. 


Individual company adjustments 

From the beginning of price control, 
accounting examinations of individual 
companies that have applied for price 
adjustments or for prices on new products 
have constantly increased in number. 
Many of the maximum price regulations on 
specific products now have provisions 
which permit an individual company that 
claims hardship to petition for adjust- 
ment. This type of provision has become 
more and more popular as the price pro- 
gram has developed; for it is much less in- 
flationary than an upward revision of 
prices across the board would be. Individ- 
ual pricing is also in line with customary 
practices in many industries, especially if 
the products of different companies vary 
in design or specification; It has been nec- 
essary to put forth special efforts to stop 
the disappearance of low-priced lines of 
merchandise from the market. Many ad- 
justments have been made to prevent local 
shortages of essential products or to pre- 
vent inequities to individual firms. When 
products are sold on contract to war pro- 
curement agencies, the contract prices are 
often based on a cost study by OPA ac- 
countants. 

OPA accountants get particular satis- 
faction from the many occasions when they 
have rendered direct service to the war ef- 
fort. The accountants in such fields as 
machinery and chemicals naturally have 
the greatest number of such cases. An in- 
stance of this kind occurred when the 
Armed Forces found that a unique tool 
had proved to be very valuable in desert 
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fighting. The Army wanted a supply of 
this tool aboard a convoy that would sail 
in six weeks, but the manufacturing con- 
cern, which was very small and was pro- 
ducing a more profitable item anyway, con- 
tended that OPA ceilings would not al- 
low any shift in production. At this junc- 
ture, an accountant came to work one 
morning anticipating nothing more excit- 
ing than another routine day. He spent 
the night in a west-bound upper berth, 
and was back at his desk three days later. 
In that three-day period, OPA account- 
ants had made a complete cost study of 
the implement, had called in another 
manufacturer, and had arranged a tenta- 
tive subcontract price. The price executive 
approved the price that had been de- 
veloped from the accounting figures, and the 
tools reached the convoy with time to spare. 

In a similar instance, one of our Allies 
found that an extremely complicated 
machine tool which was in a more or less 
experimental stage of production would be 
extremely valuable under its peculiar bat- 
tle conditions. The manufacturer con- 
tended that he could not afford volume 
production at the ceiling price and an ac- 
counting examination was made at the 
plant. After the accountants who made this 
examination had departmentalized the 
manufacturing operations and reduced the 
claimed production costs by a large per- 
centage, they arrived at a volume selling 
price that was acceptable to all concerned. 

One section of the OPA accounting staff 
is kept busy auditing the applications for 
compensatory adjustment arising from 
war-increased transportation costs on coal 
moving to New York and New England. 
Early in 1942, a number of the colliers 
that had been used in transporting coal to 
that section of the country were sunk by 
submarines, and most of those that re- 
mained were removed from the coal-carry- 
ing trade and used in transporting bauxite 
ore from South America. This has resulted 


in the moving of a vast tonnage of coal 
entirely by rail, with a corresponding in- 
crease in transportation cost. The monthly 
applications for compensatory adjust- 
ment are supported by invoices, trans- 
portation bills, and other data. Account- 
ants trained in auditing techniques exam- 
ine each supporting item and make com- 
parisons with prewar costs. The Defense 
Supplies Corporation makes payment of 
the amounts approved after audit. 

The government has had to arrange for 
the purchase of tremendous quantities of 
alcohol for use in manufacturing synthetic 
rubber, aviation gasoline, explosives, and a 
variety of chemicals and drugs. This pro- 
gram of alcohol purchase involves pay- 
ments by the Defense Supplies Corpora- 
tion on cost-plus contracts. OPA account- 
ants make quarterly audits of the approxi- 
mately 130 producers, including industrial 
alcohol plants, converted distilleries, win- 
eries, and government-financed plants. 
These producers used a variety of raw ma- 
terials and produce several by-products. As 
in the audit of any cost-plus program, very 
careful analysis of the books and records of 
the companies must be made. The work is 
necessarily done at the offices of the firms 
involved, and the accountants are con- 
stantly required to settle questions con- 
cerning the admissibility of various ex- 
pense items as legitimate costs. 


The financial reporting program 

Both in the national office and in the 
field offices, it often becomes necessary to 
have information very quickly about the 
over-all financial condition of a company 
or a group of companies concerned with 
producing or with dealing in some com- 
modity. To take care of such needs and to 
provide a sort of barometer that will show 
the general financial trends in the various 
industries affected by the stabilization 
program, OPA requests financial reports 
on a current basis from a large group of 
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companies of all types and sizes. This re- 
porting program was instituted only after 


_ a study of all existing sources of financial 


information. Published sources and the in- 
formation collected by other government 
agencies were carefully considered. OPA 
needs financial information that is more 
up to date than has ever been made avail- 
able before for any purpose. 

Accountants from industry and from 
other government agencies helped to de- 
sign the OPA financial reporting program 
and have contributed to its development. 
The program has undergone two revisions 
since its inception in April, 1942. By these 
revisions, the reporting forms have been 
greatly simplified and they now request 
only the minimum financial information 
that OPA experience has proved to be nec- 
essary on a continuing basis. Form A for 
making an annual report consists of a 
statement of profit and loss, a balance 
sheet, an analysis of sales, an analysis of 
surplus and surplus reserves, and some 
general questions that are essential to per- 
mit review of the reports for accounting 
consistency and comparability. Form B for 
making interim reports quarterly consists 
of a profit and loss statement, an analysis 
of sales, and a general question concerning 
any financial changes that may have taken 
place since the last prior annual report on 
Form A. 

To supplement the current financial 
data obtained on Forms A and B, copies of 
income tax transcripts for incorporated 
enterprises for the years 1936 to 1942 have 
now been obtained by Executive Order. 
Even though the tax transcripts are not 
available for approximately a year and a 
half after the end of the year which they 
cover, they have been very useful to OPA. 
In addition, permission is obtained from 
the Secretary of the Treasury to examine 
individual, partnership, and corporation 
income tax returns when circumstances 
justify this procedure. 
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To reduce the number of government 
forms that must be filed by businessmen, 
an effort is made to make the OPA report- 
ing program serve the needs of other Fed- 
eral agencies for this type of information 
in all cases in which this can be done with- 
out violating rules of confidentiality. Since 
much of the information that OPA has col- 
lected is highly confidential, it is carefully 
protected and is made available only to 
operating personnel and to other govern- 
ment agencies which have the right to re- 
quire such information directly from the 
companies. 

ACCOUNTING IN THE RATIONING 
PROGRAM 


The application of accounting controls 
to nonbusiness enterprises is well illus- 
trated by the development of the rationing 
system. The attempt to provide everyone 
with a fair share of scarce commodities by 
rationing means that the economy of the 
country is no longer based entirely on 
money, but on a combination of money 
and ration currency. The importance of 
ration currency to every member of every 
community demands that this new type of 
currency be safeguarded by strict account- 
ing. The accountant’s training and ex- 
perience in installing accounting systems, 
verifying transactions, and accounting for 
cash, securities, and other credit instru- 
ments is extremely valuable in the ration- 
ing program. Accountability systems had 
to be installed wherever ration currency 
was being distributed or collected. Audits 
have necessarily been made to determine 
whether these systems were functioning 
properly and to discover any irregularities. 
Not only has this application of accounting 
been good for the stabilization program, 
but the use of his knowledge and tech- 
niques in a new field has also been good for 
the accountant. It is one of the ways in 
which OPA has forced him to broaden his 
horizon. 
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ENFORCEMENT CASES 


Because of the novelty and the scope of 
the OPA programs, much effort has been 
spent in acquainting producers, whole- 
salers, retailers, and the general public 
with the purpose, meaning, and mechanics 
of the new regulations. The accountants 
have had a part in this educational work. 
Most people have realized that the success 
of the OPA programs was vitally impor- 
tant to themselves, their families, their 
business, and their country The active 
cooperation of honest businessmen has 
contributed greatly to this success. Meas- 
ures had to be taken, however, to prevent 
unscrupulous individuals from taking un- 
fair advantage of the wartime situation. 

Under the Emergency Price Control 
Act, willful violators of regulations face 
criminal prosecution with heavy fines or 
imprisonment, or both. There is also pro- 
vision for civil injunction suits and for 
revocation of selling licenses. In addition, 
a seller who willfully violates price regula- 
tions is subject to treble damage actions 
which may be brought to court by the 
buyer, or, after a lapse of thirty days, by 
the OPA Administrator on behalf of the 
United States. Accountants are called 
upon to make examinations of books and 
records to determine whether alleged vio- 
lations actually exist, and, if so, the 
amount of the violation. Since such exam- 
inations usually require a review of many 
individual sales invoices and other source 
documents, enforcement cases generally 
take much longer than do most other ac- 
counting cases. The evidence of all viola- 
tions must be obtained in such form that 
it may be presented in court and, to assist 
the attorneys in prosecuting the case suc- 
cessfully, the accountant may be called 
upon to appear in court as an expert wit- 
ness. 

Accountants and investigators working 
together have developed many methods 
for catching up with black market opera- 


tors. One of the most common practices 
of such operators is the payment of cash 
on the side in addition to the invoice price 
of an article. In the investigation of this 
type of case it may not even be necessary 
to examine the records of those who made 
or received the illegal payments. Instead, 
the necessary information may be built up 
from the records of other persons with 
whom the violators have carried on trans- 
actions. Auditing techniques are particu- 
larly useful in determining whether viola- 
tions exist. 


ACCOUNTING IN THE RENT CONTROL 
PROGRAM 


When war activities have resulted or 
threatened to result in inflationary rent in- 
creases in an area, it is the duty of the 
Office of Price Administration to establish 
rent control. Rent ceilings had been estab- 
lished by freeze orders in 427 defense- 
rental areas as of February 10, 1945. In 
establishing freeze dates, OPA has at- 
tempted to select for each area placed un- 
der control the most recent period during 
which the rental market was not unduly 
affected by the impact of war activities. 
The maximum-rent-date method of rent 
control was chosen by Congress as a means 
of providing fair and effective control 
quickly and with as few administrative 
problems as possible. 

Until recently, the accounting work 
done for the rent control program consisted 
chiefly of accounting examinations result- 
ing from protests against rent regulations 
and of recurrent accounting examinations 
in defense-rental areas to determine the 
trends of incomes and expenses in the 
operation of rental housing. An additional 
demand for accounting work is now re- 
sulting from the 1944 amendment to the 
Price Control Act affecting rents. This 
amendment provides for adjustments in 
rent ceilings when the individual petitioner 
can show that substantial hardship has 
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been created since the maximum rent date 
by an unavoidable and substantial in- 
crease in property taxes or operating costs. 

Since October, 1941, rental cost surveys 
have been conducted in a great many cities 
in all parts of the country and have in- 
cluded all sizes and types of housing struc- 
tures. In developing and analyzing operat- 
ing cost data on rental housing for pur- 
poses of rent control, OPA is making a 
valuable contribution to knowledge of real 
estate. As a result of the numerous and 
extensive accounting studies that have 
been necessary under rent control, OPA 
has the greatest collection of real-estate 
operating data ever assembled. 

With few exceptions, the accounting for 
rental properties has lagged far behind the 
accounting used in most industries. The 
development of account preparation in this 
field has been slow because there has been 
a separation of owner and manager, be- 
cause the inventory of housing is slow-mov- 
ing, because there have been uncalled-for 
fears that any information that might be 
released could only injure rather than help 
the owner of the property, and because 
there is such a large number of persons who 
own sma!l rental properties. Any one who 
attempts to understand the accounting 
problems of rent control must of necessity 
consider these peculiarities. 

Most of the accounting records for ren- 
tal property that do exist are on a cash 
basis. These cash records may contain no 
indication whatever of the purpose for 
which the funds were spent, and usually 
no attempt has been made to prorate in- 
come and expense items to the periods to 
which they properly belong. The problem 
is further complicated by the frequent lack 
of a clear-cut distinction between capital 
and revenue expenditures, and between in- 
come and the return of capital. Conse- 
quently, the accountant in attempting to 
arrive at the correct operating experience 
for a property may have to analyze can- 


celed checks, receipts, and other docu- 
mentary evidence to determine the object 
of the expenditures and the source of in- 
come. He must then convert the records to 
an accrual basis by allocating the income 
and expense items to the proper periods. 

The general lack of accounting records 
and the peculiarities of record-keeping in 
this field have made difficult the account- 
ing work demanded by a regulation that 
provides for an adjustment in rents be- 
cause of increased costs. The rent control 
program under the hardship regulation has 
presented many problems in basic account- 
ing theory. 

To be acceptable to the businessmen 
concerned, it is essential that accounting 
determinations be absolutely unbiased. In 
developing an organization to carry on the 
accounting work demanded by the price, 
rent, rationing, and enforcement programs, 
OPA has followed the principle that ac- 
counting determinations could be kept 
completely unbiased only by keeping the 
accounting staff free of responsibility for 
the other operating functions. Experience 
has shown the importance of this position 
and the overwhelming advantage to the 
agency. and to the public of giving this 
professional status to accountants. Since 
OPA accountants do not make the final 
decision on any case assigned to them, they 
can concentrate all their ability on obtain- 
ing reliable cost and financial data and 
presenting them in a written factual re- 
port. The executive who must make the 
final decision is interested in having ade- 
quate facts and the accounting department 
has for its major purpose the securing of 
these facts. 

Practically all the major decisions on the 
establishment of price and rent ceilings 
must be based on accounting data. Since 
the very essence of success of the OPA 
programs is inherent in the truth of the 
data upon which they are based, every 
precaution must be taken to insure expert 
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and objective treatment of all accounting 
facts and figures. As never before there is 
need for a professional status for account- 
ants in government service. 

The stabilization program has demon- 
strated the tremendous social value of reli- 
able accounting determinations. When it is 


necessary in carrying on a war to get 
everybody to cooperate in the use of eco- 
nomic controls, and when these controls 
must have an adequate accounting basis to 
insure their acceptability, the significance 
of accounting in the social scheme is 
greatly enhanced. 


FIXED EXPENSE 


CHARLES F. SCHLATTER 


cost accounting is not management. 

It can only record and report facts, 
and, to a certain extent, interpret them to 
management. It can show the effects that 
variations in activity, changes in engineer- 
ing, new methods of production, shifts in 
managerial policies, and so on have on the 
costs of the functional steps in production. 
Like the barometer, it can only reveal the 
conditions of the moment. Just as the 
barometer records the facts from which ac- 
tion in preparation for fair or foul weather 
should result, so also the cost system can 
reveal the facts from which managerial de- 
cision and action should follow. The ba- 
rometer does not cause storms nor bring 
fair weather; neither does good cost ac- 
counting cause or improve the conditions 
which it reveals. 

It should be evident that the primary 
objective of cost accounting should be to 
furnish factory management with reliable 
data relative to the costs of services and 
of the functional sequences of production. 
It should also be evident that certain as- 
pects of factory management can be no 
better than the functional cost data upon 
which it relies, and that the only adequate 
information for management is truth, or| 
as near an approach to truth as is possible./ 
Contrary to popular belief, providing in- 
ventory valuations for the financial ac- 


to belief in some quarters, 


‘counts and for CPA reports is but a sec- 


ondary aim of cost accounting and one 
which is performed adequately only in so 
far as the primary objective is carried out 
competently. 

The foregoing statements relative to the 
primary objective and the secondary aim 
of cost accounting seem extremely elemen- 
tary and are generally assumed to be 
widely accepted by accountants. However, 
in much of cost accounting as it is prac- 
ticed there is evidence that the acceptance 
of the principles is sometimes in the nature 
of “lip service” only. Some cost accounting 
—and some financial accounting as well— 
is governed by custom seemingly as much 
as by the desire to reveal the facts in the 
most effective manner. Also, too often sug- 
gestions for manipulations of the cost ac- 
counting methods are followed. Sometimes 
these manipulations are performed with a 
view to obscuring unpleasant truth, to 
overemphasizing pleasant facts, to equal- 
izing profits over several fiscal periods, or 
to injecting management by still other 
means into accounting rather than to in- 
jecting more cost accounting data into 
management. It is astonishing to note the 
extent to which the belief prevails that a 
manipulation of the cost system can ac- 
complish that which in reality can be per- 
formed only by acts of management based 
on reliable data, correctly interpreted, 
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relative to the costs of each service and 
each separate functional division of pro- 
duction in the plant. In addition to the 
deviations from the principle of truth be- 
cause of custom and error, divergence may 
arise because of honest differences of opin- 
ion as to what the facts are and how those 
facts may be made most revealing to man- 
agement. 

In the field of cost accounting the par- 
ticular area in which the effects of custom, 
of manipulations practiced with ulterior 
motives, and of honest but sometimes con- 
fused opinion are most noticeable includes 
that group of items generally known as 
“manufacturing expenses,” and more par- 
ticularly those items of manufacturing ex- 
penses which are fixed in amount. A great 
need for well-thought-out “principles” is 
to be found in this area. 

The meaning attached here to the term 
“manufacturing expenses”’ is the one which 
I believe is most commonly accepted. The 
term is intended to cover all costs and 
losses of owning or renting the facilities of 
production and of services to production, , 
and all costs of operating those facilities, 
except wages for and taxes on direct labor. 
In other words, it is used here to mean all 
costs and losses in the FACTORY except 
those of direct material and direct labor. 
Commercial and financial expenses are also 
excluded. 

Perhaps some of the confusion which ex- 
ists in this area of cost accounting might 
have been avoided had not the word “ex- 
penses” early become so firmly established 
as part of the over-all name for this large 
group of unlike items to which the word. 
seems least applicable in factory account- 
ing. Most, and under favorable conditions 
all, so-called manufacturing expenses may 
be COSTS, under other conditions they 
may be partly COSTS and partly LOSSES, 
and only rarely are any (and those per- 
haps mistakenly) conceived to be EX- 
PENSES—these are statements generally 


accepted by cost accountants as true. But 
in present terminology there is no better 
term than “manufacturing ” to 
cover the aggregate of such shifting and 
heterogeneous components. 

Because “factory overhead” has come to 
have too many interpretations, it is not a 
good substitute for the term “manufactur- 
ing expenses.” In one sentence it may have 
the same meaning as that given here to 
manufacturing expenses. In another sen- 
tence it may mean the expenses not in- 
curred directly in a production department 
or process and in the more obvious service 
departments such as the power depart- 
ment, but incurred in a division of the fac- 
tory ‘engaged in rendering very general 
services to all other specific service depart- 
ments and to production departments. In 
another paragraph it may mean the com- 
mercial and financial expenses only; and in 
still another it may be used to include ali 
manufacturing, commercial, and financial 
expenses. . 

Until a better name has been proposed 
and accepted, it seems necessary to desig- 
nate the expenditures, expirations, and ac- 
cruals under consideration here, both fixed 
and variable, whether costs or losses, as 
“manufacturing expenses.” 

It is generally accepted as a fact that 
some manufacturing expenses vary in total 
with the volume of activity and some do) 
not. 

In accounting terminology ies ex- 
penses which increase and decrease with 
activity are called “variable expenses.” 
These are the constant costs of the econo- 
mists. “‘Activity costs” might be a more 
descriptive name for these items, because 
they rise and fall in amount with the rate 
of activity and because they are COSTS— 
not expenses. However, in job-lot account- 
ing the suggested name might mistakenly 
be interpreted to include the costs of direct 
labor. Cost accounting for “variable ex- 
penses” presents relatively few problems. 
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In present accounting terminology, those 
items which do not vary with activity are 
called “‘fixed expenses.” These are the vari- 
able costs of the economists. These items 
run with the clock and the calendar with- 
out regard to the usual changes in the 
rates of activity. Accounting for fixed ex- 
penses is subjected to much wishful think- 
ing. 

If an item of expense increases or de- 
creases more slowly than the rate of activ- 
ity, it is commonly called a “semi-varia- 
ble” expense. An analysis will no doubt 
disclose that it is really a mixture of fixed 
and variable items. Part of the mixture is 
strictly fixed expense and the other part is 
strictly variable expense. There may be a 
few so-called semi-variable expenses which 
are not so separable into their fixed and 
variable components, but the writer has 
not discovered them. 

Among the items commonly thought to 
be semi-variable are the charges to the 
burden accounts for services rendered to 
the production departments. For example, 
the debits to the expense account of a 
service department consist of both fixed 
and variable elements. If the total is dis- 
tributed without differentiation between 
the two elements, the debit carried to the 
burden account of any production depart- 
ment is a mixture which from period to pe- 
riod appears to be semi-variable. In my 
opinion, each of the two components of 
service expense should be allocated sepa- 
rately and on appropriately different 
bases. The two should not be merged and 
distributed as a mixture. The fixed ex- 
penses of service should be allocated to the 
consuming departments on the basis of 
their capacities to consume the service, 
and the variable service expenses should be 
allocated on the basis of actual consump- 
tion. If distributed in this manner, the 
costs of services are shown separately in 
the burden accounts as fixed expense and 
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as variable expenses and not as mixed, or 
semi-variable items. 

If the fixed component predominates so 
that the mixed item shows little response 
to increases and decreases in activity, the 
mixture is commonly known as “semi- 
fixed” . In my opinion, these too 
should be analyzed so that separate alloca-) 
tions of the components may be made as in 
the case of the “semi-variables.” 

Even though the factory is idle and the 
operating organization has disintegrated, 
there are still some fixed expenses. To put 
the plant into a ready-to-go position re- 
quires additional fixed expenses. Or, if the 
usual practice of an industry involves the 
operation of but one shift a day, an in- 
crease to two or to three shifts brings ad- 
ditional fixed expenses. Or, if the plant has 
been operating at a low speed, a large in- 
crease in activity without an increase in 
the facilities or in the shifts may require an 
increase in fixed expenses, particularly in 
the forra of salaries. All these additional 
fixed expenses brought about by the 
changes mentioned are sometimes called, 
“‘semi-fixed.”’ No serious objection can be 
offered to the use of this term in this con- 
nection. Such expenses should not, how- 
ever, be called “semi-variable,”’ for they 
contain no variable items under the com-| 
monly accepted definition of variables.’ 
They are fixed expenses with an estab- 
lished pattern of behavior and should be 
treated as such in the accounts and in 
analyses. 

Sometimes arguments appear as to 
whether the fixed expenses of the factory 
are inventoriable costs or are expenses. 
The idea that the fixed expenses in a fac- 
tory should not be considered as part of the 
manufacturing costs of products may be 
startling to many accountants. However, 
the opinion which seems to be confined 
mostly to accountants with financial and 
auditing backgrounds is restated in ac- 
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counting literature at intervals. I am not 
an accounting historian, and no doubt I 
have missed any number of recurrences of 
the notion. The earliest suggestion of the 
idea with which I am familiar appeared 30 
or 40 years ago in a uniform system of ac- 
counts for an industry which, perhaps, 


should not be named in this connection. 


The idea was there advanced that some 
fixed expenses are incurred for ‘the protec- 
tion of the owner’s investments in the fa- 
cilities of manufacture. The protection ac- 
iquired by the payment of fire insurance 
premiums and the payment of property 
taxes, for example, is entirely for the own- 
er’s benefit and contributes not at all to the 
production of the goods made in the plant. 
Being solely for the benefit of the owner, 
these expenses should be taken out of the 
“fat” of the business, that is, the items are 
true expenses and must be deducted on the 
Profit and Loss ‘statement from the margin 
of sales revenue over what the uniform 
system shows to be the costs of the goods 
sold. 

The most recent article that I know to 
advocate that all fixed expenses of manu- 
facturing be treated as expense, appeared 
in the July 1, 1937, issue of the National 
Association of Cost Accountants’ Bulle- 
tin. The title of the article is “What is 
Wrong with Most Profit and Loss State- 
ments?” It is a thoughtful and thought- 
provoking article and the author, Mr. 
Clem N. Kohl, is to be complimented on a 
fine piece of work. 

Mr. Kohl points out the importance in 
every business of a full and complete 
knowledge of the classification and the 
amounts of fixed expenses. He believes, 
and I think all thoughtful accountants 
agree with him, that all management is 
better for this knowledge regardless of the 
debated point as to whether these fixed ex- 
penses are inventoriable as costs or must 
be treated as expenses. 
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Mr. Kohl is much impressed with G. 
Charter Harrison’s contention that Profit 
and Loss statements are in error if they 
show an increase in profit because of an in- 
crease in production without a correspond- 
ing increase in sales. In fact, he is so deeply 
impressed with the desirability of pre- 
venting such a variation in the profit that 
for a number of years he has been treating 
only the variable items as costs of goods 
and treating all fixed items as non-in- 
ventoriable expenses. Whether he does this 
both in the books of account and in the 
Profit and Loss statements, or only in the 
statements, is not clear. 

The accounting procedure which shows 
an increase or decrease in profits merely 
because of an increase or decrease in pro- 
duction, even though all other factors re- 
main unchanged, has seemed undesirable 
to a number of other persons also, most of 
whom are financial or public accountants. 
They, too, usually suggest a modification 
of the cost accounting procedure so that no 
fixed expenses should be inventoriable, but 
all should be charged to expense and reve- 
nue. This would result in a degree of level- 
ing off of net income in the statements over 
the periods, which leveling they consider 
desirable, and would result also in the un- 
derstatement of the costs of goods sold and 
of inventories. The latter they would per- 
haps, pass off as being conservative. It 
should be obvious that the same end could 
be effected by the misstatement of any 
other element in the factory inventories or 
by the understatement of any other assets. 

If in any period, for the sole purpose of 
increasing or decreasing the showing of 
net income for that period, the volume of 
production should be increased or de- 
creased beyond that necessary to fill orders 
and to maintain a reasonable reservoir of 
inventory from which shipments may be 
made promptly, the intent is just as. vi- 
cious as that leading to the deliberate over- 
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statement or understatement of other 
inventories or any other assets, of changing 
the depreciation rates arbitrarily, or of 
manipulating repair charges. 

A legitimate increase or decrease in vol- 
ume of production brought about by nor- 
mal changes in business requirements has 
no effect on the operating profits of the pe- 
riod but should affect the amount of the 
net income. If the fixed manufacturing ex- 
pense for capacity used in production is 
considered to be cost, and if that for capac- 
ity not used is considered to be loss, then 
an increase in production without an in- 
crease in sales of the same period will con- 
vert into assets some fixed expenses that 
would otherwise have been losses. The 
operating profit is no greater than if vol- 
ume of production. had not been increased, 
but, because the loss of fixed expense on 
idle facilities is less, the amount of that 
profit retained as net income is greater. 
Conversely, a decrease in volume of pro- 
duction without a decrease in volume of 
sales will have no effect on the operating 
profit, but the larger amount of fixed ex- 
penses of idle facilities of production to be 
considered as loss is greater and thus the 
net income saved from the operating profit 
is less. 

Other things being equal, the total net 
income over the life of the business will be 
the same whether fixed manufacturing ex- 
penses are treated as costs or as expenses. 
The differences come in the interim reports. 

It seems to me that much of the differ- 
ence of opinion comes from q difference in 
the sense of relative values.'To one inter- 
ested in the truth of cost accounting, the 
fixed expenses of the facilities used in man- 
ufacturing seem as truly costs of the prod- 
uct as are the variable costs, To one 
charged with the duty of reporting and in- 
terpreting profits to stockholders and to 
the public, the problems of cost manage- 
ment relating to the truth of costs of serv- 
ices, of processes, of departments, of work 


in process, and of finished goods may seem 
to be relatively remote and therefore un- 
important. 

The reasoning followed by the cost ac- 
countant relative to the nature and treat- 
ment of fixed expenses of manufacturing 
may be stated somewhat as follows: 

Fixed assets in the plant are acquired to 
provide the facilities of production. Fixed 
expenses, not including salaries, are the ex- 
penses of owning the facilities of produc 
tion. If the facilities are owned for the pur- 
poses of production, then the expenses of 
ownership must be considered costs of pro- 
duction but only to the extent that the fa- 
cilities are used in production. 

Salaries paid to factory employees are 
also fixed expenses. The abilities of these 
employees are facilities of production. The 
amounts of the salaries paid to acquire 
these facilities are paid for the purposes 
of production and must therefore be con- 
sidered costs of production but only to the 
extent that the facilities are utilized. 

Expirations of leaseholds or other rents 
on property to be used in production and 
royalties accruing on a time basis for the 
use of patents and other intangibles are 
also fixed expenses pertaining to rights to 
use for production some facilities which 
are owned by others. Because the rights| 
are facilities acquired for the purposes of | 
production, the outlays to obtain them are} 
costs of production, but only to the oxtail 
that the facilities are used in production. A 

Facilities of production are not always 
used to the full practical capacity of the 
customary operating time of the plant; 
some of them may be idle part of that 


-time.|Fixed expenses run with time and 


those that run on idle time are losses—not 
costs or expenses. Fixed expenses accruing 
on. facilities not used in production, al- 
though the nonuse may be temporary, can 
not be costs of products—there are no prod- 
ucts of which they could be costs. Iale 
facilities produce no products. 
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Neglect to make a clean-cut distinction 
between fixed and variable expenses of 
manufacturing, or an inept attempt at 
their separation, or, worse still, the omis- 
sion of the fixed expenses from the costs 
injects error into the accounts of services, 
of processes, and of job-lot burden which 
may well affect the judgment of manage- 
ment in its attempts to control costs and 
efficiency. If this neglect or ineptness of 
cost accounting means that no distinction 
between costs of utilized facilities and 
losses on idle facilities is made, the inven- 
tories are misstated on the Balance Sheets, 
anc the costs of goods sold and the losses 


resulting from the nonuse of facilitiesare | 
Analysis I it is assumed that when pro- 
duction is at half capacity, half of the fixed 
expenses of the factory represents costs of 
_ goods and the other half losses, as in the 
| first and fourth years, In the second year, 
‘when production was at $ capacity, # of 


misstated on the Profit and Loss state- 
ments. The error is still greater and even 
more confusing if fixed expenses are omit- 
ted entirely from the costs. 

The reasoning involved in the foregoing 
statements is not original with me, but I 
concur fully in the conclusions. That more 
of the operating profit is left for net income 
because more of the facilities were utilized 
by increased production without an in- 
crease in sales, seems to me to be a fact well 
established by reasoning; that some ac- 
countants object to this fact and suggest 
manipulation of the cost accounts to avoid 
it, with accompanying violation of the 
truth relative to the costs of the goods sold, 
to the costs of inventories, and to the net 
income retained seems to me to be unnec- 
essary, to put it mildly. 

It seems that Analyses I and II which 
accompany this article should be self-ex- 
planatory. Which one will be accepted by 
the reader as correct depends on his reac- 
tions to what is written in the foregoing 
paragraphs. 

From my point of view, a correct figure 
for the “‘net operating margin” (or profit) 
is important to management. It suggests 
possibilities cf greater earnings if the plant 
were not overequipped or if the volume of 
sales could be increased to require greater 


use of the facilities of ‘production with 
which it is equipped. Although this figure 
should be given more significance in re- 
ports to stockholders as well 2s to manage- 
ment, it is seldom recognized for what it is 
and, moreover, it is seldom stressed in the 
reports. Only Analysis I shows these fig- 
ures correctly. That this figure was the 
same in the second year as in the first 
should be evident. 

From my point of view, the cost-of-sales 
figures in Analysis II are meaningless, the 
understatement of inventory is inexcusa- 
ble, and the showing of “net operating 
margin” is misleading. 

Perhaps it should be pointed out that in 


those fixed expenses represented costs and 
2, or $20,000, losses. In the third year, 
when production was at full capacity of 
2,000 units, all fixed expenses of the fac- 
tory were costs and none was lost through 
nonuse. 

Is it not possible that the error lies in the 
inflexibility of the conventional form of the 
Profit and Loss statement and in its inter- 
pretation rather than in the reasoning of 
either party to the controversy? It 
to me that our neglect or failure to evalu- 
ate the effects of artificial periodicity on 
the statements of profits and on other 
phases of accounting is the cause of many 
of our disagreements. Perhaps it may be so 
in this case; or perhaps it is but a quirk of 
human nature that leads us to search the 
other man’s field for our lost ox before 
searching our own. 

Perhaps the points of view which are so 
similar yet so different can never be com- 
pletely reconciled. If so, a little give-and- 
take by each party to the controversy is 
required, 
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Analyses for the com 
Assumed Data for Analyses: 
(a) Full capacity of production, 2,000 units. 


(b) Variable costs (including materials, direct labor, and variable manufacturing expenses), $100 a unit of product. 


(c) Fixed a expenses, $50,000 


The Accounting Renew 


comgurionns of the effects of different methods. 


a year. 
d general administrative expenses of $25,000 a 


I 
(d) The sellin are shown as fixed to avoid injecting another I 
variable w eth to indicate that most such expenses are fixed in 
amount. 
First year Second year Third year Fourth year I 
1,000 1,200 2,000 1,000 t 
(g) Units in beginning inventory................. 0 0 200 200 
&) Units in ending inventory................... 0 200 200 0 t 
Analysis I I 
(If the fixed factory expenses of used facilities are considered to be costs) t 
First year Second year Third year Fourth year 
$ 50,000 $50,000 $100,000 $60,000 
Selling and administrative expenses............. 25, 25, 25,06: 
Net Operating Margin.........................5.: $ 25,000 $25,000 $75,000 $ 35,000 
Fixed manufacturing expense lost through nonuse........ 25,000 20 ,000 ; 
(Total $90,000) 
Costs Shown for Inventories: 
Analysis II 


(If fixed expenses of manufacturing are considered “expenses’’) 


Sales revenue (at $175) 
Variable costs of sales 


Net Operating Margin 
Fixed expenses in the factory 


Net Income 


Cost accountants and factory managers 
should be generous and courteous persons. 
For example, they should take the atti- 
tude that it is none of their business if the 
facts as they see them relative to inven- 
tory costs are adjusted by financial and 
public accountants in their reports for in- 
terpretation to and reading by the stock- 


First year Second year Third year Fourth year 
$175,000 $175,000 $350,000 $210,000 
100, 100,000 200 ,000 120,000 

$75,000 $75,000 $150,000 $90,000 
25,000 ,000 25,000 25,000 
$ 50,000 $50,000 $125,000 $ 65,000 

50,000 50,000 50, F 

$ 0 0 $75,000 $ 15,000 

(Total $90,000) 
$ e 0 $20,000 $20,000 
0 20,000 20,000 0 


holders and the public. The cost account- 
ants are through with the finished product 
when they turn it out of the plant and per- 
haps they should have no particular con- 
cern with the treatment given to inventory 
figures by the financial accountant or the 
public auditor. 

In turn, the financial and public ac- 


Selling = expenses... .. 
Costs Shown for Inventories: 
At beginning of year. . 
At end of year... 
\ 


h year 


| 88) $8 | 
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countants should be courteous enough. to 
use the reserve method in the adjustment 
of inventories to fit their ideas of propriety. 
If those accountants use the reserve 
method to accomplish their ends, the cost 
and managerial problems in the next pe- 
riod will not be complicated by the ac- 
tually written-down accounts of inven- 
tories of materials to market price if lower 
than cost, and of inventories of work in 
process to adjust the materials element to 
market or to remove the contaminating 


fixed expenses. They should refrain: also 
from urging other manipulations. which 
will destroy the values of the cost account- 
ing procedures for the control of costs. 
They should understand that the problems 
of accounting for production are somewhat 
different from the problems of financing 
and of accounting for the disposal of the 
product. If and when the time comes for 
the formulation of principles of cost ac- 
counting, these differences in objectives 
must be given full and careful consideration. 


LIMITATIONS OF OVERHEAD 
ALLOCATION 


J. VATTER 


In the case of an industry producing, irom 
the same plant and equipment, a variety of kinds 
and grades of products, the exact determination 
of costs of production is impossible. All that: is 
possible under such circumstances is... the 
reaching of an estimate resting on theoretical 
assumptions of necessarily disputable valid- 

Cost allocation at best is loaded with assump- 
tion and in many cases, highly arbitrary methods 
of apportionment are employed in practise. Cer- 
tainly it is wise not to take the results of the usual 
process of internal cost computation too. seri- 
ously.? 


HESE statements certainly indicate 
Tie cost accounting methods fall far 

short of perfection as a means of es- 
tablishing unit costs of product. Yet, the 
dependence placed upon cost accounting 
methods for determining inventory bal- 
ances in financial reporting and income tax 
calculations, the use of costing techniques 


' Viner, Jacob, Dumping, A Problem in International 
cae (Chicago, University of Chicago Press, 1923), 


: Paton, W. and Littleton, A. C., Corporate e- 
counting Standards (Chicago, erican Accounting 
Association, 1940), p. 121. 


for establishing fair compensation on war- 
time procurement contracts, and the ap- 
plications of cost criteria to problems of 
price and production control in the indi- 
vidual firm, as well as in social-control 
legislation, combine to present conclusive 
evidence of the necessity for and the use- 
fulness of cost accounting. 

Necessity and usefulness, however, are 
not sufficient criteria for judging the ac- 
ceptability of results; nor do these con- 
cepts determine in more than a vague and 
uncertain way the directions in which cost 
analysis should be developed. The tech- 
niques of costing overhead, especially, 
have real limitations that cannot be waved 
aside on grounds of necessity and useful- 
ness. A recognition of these limitations 
may serve to reduce misunderstandings as 
to the content of costing techniques; but 
such a recognition may also be an impor- 
tant step toward improvement and refine- 
ment of methods. This paper is an attempt 
to point out those limitations by consider- 
ing in turn the problem of joint cost, the 
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procedures commonly employed to assign 
joint costs to costing units, and the con- 
flicts that arise from varying objectives of 
cost calculation. 


THE PROBLEM OF JOINT COST 


When the financial effects of individual 
external transactions are recorded for his- 
torical purposes, the meaning of cost as 
the “release” side of an exchange is gen- 
erally clear, even though there may be dis- 
agreements as to the basis of measure- 
ment. But when transactions are viewed 
from within the matrix of operations, en- 
twined in a maze of interrelated and inter- 
dependent activities, the meaning of cost 
becomes so indefinite that the term must 
be qualified if it is to convey much sense. 
The need for abstracting data from such a 
matrix is the basis for adding to the cost 
concept those modifying phrases that 
make costs the cost of something. Some of 
the major factors that contribute to that 
“large grist of unsettled problems on the 
cost side of accounting’ are to be found in 
those prepositional phrases. 

Ordinary conversation exhibits an al- 
most spontaneous appearance of such 
phrases; this suggests that, somehow, 
“cost” is incomplete, and requires elabora- 
tion and association with other ideas to 
complete the conveying of thought. The 
notion that “costs attach” is basic to ex- 
tant concepts of relationship between as- 
sets and expenses. The assignment of cost 
to discrete bundles of economic service 
(assets) and the subsequent tracing of 
cost-expirations to specific time periods 
(correlative with the production and rec- 
ognition of revenue) constitute a large 


* Paton, 7 and Prospective Developments in 
Accountin ” Harvard Universi ig Bureau 
Research's Studies, $25. XX VII, 


‘ and Littleton, op. cit., pp. 13 ff. 
eet Institute of Accountants, Research Bulle- 
tin #9, 
Sing Institute of Accountants, Research Bulle- 
tin $22, pp. 179-180. 
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part of the entire process of accounting, 
For some students of business behavior' 
the association of cost with aim, accom- 
plishment, or alternative is an inevitable 
and fundamental principle. William Morse 
Cole® suggested that the basis of double 
entry bookkeeping demands such associa- 
tions on grounds of principle; he wrote: 

A basic principle, one that is too often neg- 
lected [is] that there is no such thing as an ab- 
stract cost—a mere cost. A cost is always the cost 


of something. 

State the basis for it in whatever terms 
you will—conversational habit, conven- 
tion, or principle—the association of costs 
with related aims, ends, or accomplish- 
ments is a feature of business and account- 
ing thought. The acceptance of this fact 
establishes the concept of a “‘costing unit” 
—some activity, thing, event, or other phe- 
nomenon to which cost bears the positive 
relation of correspondence or association. 
In the recognition of the “costing-unit” 
concept lies the origin of cost accounting, 
and the root of the problems of cost assign- 
ment, 

Although it may be convenient (perhaps 
even necessary) to assume a direct cor- 
respondence between certain releases of 
measured consideration and the desig- 
nated costing unit, it is not always true 
that in fact such a relation exists, On the 
contrary, those phenomena that are paired 
as cause and effect, effort and accomplish- 
ment, or cost and the costing unit, are but 
seldom so simply and directly connected. 
Every cause has a number of effects, every 
event arises from many causes; all inci- 
dents and observations are bound together 
by many ties.” All costs are more or less 


John Economics of Overkead. Cos 
( 1973), pp. 36 


i ? The . ty commonly ascribed to simple _ 
direct association arises from the overwhelming human 
desire for ye and consequent analogies (usually 
but loosely drawn) between our direct experience and 
the “causal systems” of science. Scientific laws, how- 
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interwoven in a complex fabrix; in large 
measure costs are joint as to their incur- 
rence, as well as to their associations with 
various costing units. 

The joint nature of costs is apparent at 
the point of their incurrence. The process 
of production is an assimilation of various 
kinds of economic service into a new com- 
bination; the operations of trading as well 
as manufacturing businesses are but con- 
versions of those services acquired from 
one set of exchanges into new forms repre- 
sented by tangible or intangible products 
that are exchanged in turn. The service- 
product is often very different from any of 
the component items; the services meas- 
ured. by input costs are not contributory 
to the product, but complementary to 
each other.. Appropriations of services, 
whether measured by asset-expirations, ac- 
cruals, or disbursements, do not stand in- 
dividually and alone in the process of 
assimilation, for the way in which the 
service factors are combined is at least as 
important as the nature of the specific 
items themselves. Changes in the service 
potentialities of any factor may entail 
alteration in the product; it is frequently 
true that the absence or the alteration of 
a single factor may make the continuance 
of operations difficult if not impossible. In 
this situation, costs are often incurred be- 
cause other costs have been incurred; one 
item of outlay trails others along with it, 
either concomitantly or in sequence. There 
is no point in hiring workers unless. tools 
and materials are available, unless shel- 
tered working space (heated, lighted, and 
ventilated), power supply, storerooms, in- 
spection and maintenance crews and facili- 
ties, supervisory and administrative staff 
ever, derive their validity from repeated and controlled 
experiments, the statistical validity of which is never 
based upon individual observations as such. Even then, 
scientific data are never so positi and finally associ- 
ated as to preclude alternative interpretations, for such 
new interpretations are frequently the source of 


tess. See E. W. Hobson, The Domain of Natural Science 
(Cambridge University Press, 1926), pp. 740-798. 


165 


are also provided: The combination of re- 
sources inherent to the processes of busi- 
ness has the effect of making costs joint at 
the very point of incurrence. 

But costs are incurred jointly in still an- 
other and more important sense. The cost 
of one factor of production may be: af- 
fected by alterations in the other factors, 
stemming from quality, efficiency, or other 
variables in the composite picture. For in- 
stance, the labor cost of a particular 
operation may be increased or decreased 
by: changes in the quality of materials; 
differences in machine setups, layouts, or 
speed; shifts in maintenance policy or pro- 
cedure; more or less intensive inspection; 
differences in the alertness and intelligence 
of supervisors. Even a change in the per- 
sonal associations of worker groups may 
have considerable effect on labor cost. The 
addition of extra items of cost may actu- 
ally reduce the net unit-outlay for labor; 
incentive wages, quality bonuses; and 
overtime premiums—certainly additional 
costs from the isolated-item point of view 
—may actually be the means of reducing 
aggregate unit costs. 

The failure to recognize jointness of cost 
at the point of incurrence, and the treat- 
ment of joint outlays as direct costs, may 


“result in unit costs that are difficult to in- 


terpret. If overtime premiums are treated 
as direct costs, the activities of normal 
working hours are charged with none of the 
overtime; the work done in overtime peri- 
ods bears the full brunt of the premiums. 
The prime reason for overtime is the pres- 
ence of work to fill the normal schedule, 
yet a direct tracing of the overtime item 
gives just the opposite effect in the fimal 
cost-calculations.*® 

Viewing the joint-cost problem from the 
point of view of the costing unit, there are 
several aspects of cost-interrelation that 
should be observed. The commonly recog- 


* Cf. Neuner, J. J. W., Cost Accounting 
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nized co-product situation illustrates some 
of this. A given set of costs may be asso- 
ciated with a conglomeration of costing 
units in the form of service-products that 
cannot be produced independently. Chem- 
ical and extractive industries offer numer- 
ous instances of the eventual appearance 
of several products from a single set of 
operations. These co-products often ap- 
pear in fixed proportions, quite irrespective 
of man’s interest in them. Sometimes, the 
insignificant items are considered ‘‘by- 
products’’ and are treated either as having 
no assignable cost or as having costs equal 
to their net sales value. Either procedure is 
difficult to justify except on grounds of ex- 
pediency. But, no matter how the costs 
may be allocated, the fact remains that 
all costs of producing the entire conglom- 
eration of output are joint with respect to 
the costing units represented by the in- 
dividual products. 

To be sure, co-products are not always 
produced in fixed and unalterable propor- 
tions; something can be done to increase 
the yield of wool, gasoline, or high-grade 
lumber by improvements of method or by 
technological research. Then too, means 
have been found for increasing the useful- 
ness of products of lesser importance, so 
that by-products otherwise disposed of at 
nominal prices are specially processed to 
meet demands previously unrecognized. 
Nevertheless, the problem of joint cost re- 
mains, so long as more than one product 
results from given productive operations. 

The co-product situation, however, is 
not confined to processes of physical pro- 
duction. It also exists in the form of those 
intangible products referred to as “serv- 
ices.” In the sense of being end-results of 
business activity, services are often joint 
products. The product of a railroad com- 
pany is “transportation”; this, however, 
can be broken down into smaller groupings 
with respect to commodities, passengers, 
divisions, classes of accommodation, spe- 
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cific trains, or particular runs. If such 
breakdowns are attempted, the problem of 
joint cost is immediately apparent. Thisis 
parallel to the breakdown of physical 
product into components with respect to 
classes of products, or to jobs identified 
with production order numbers. 

An even more difficult problem is posed 
by the fact that the concept of service em- 
bodied in the end-product of the railroad 
is itself a conglomeration of things. Pas- 
senger travel by railroad involves a great 
many things besides physical transporta- 
tion; the end-product of the railroad is a 
peculiar combination of convenience, time- 
saving, comfort, entertainment, and per- 
haps other things. In this sense, even the 
direct costs of departments of manufac- 
turing enterprises are joint. The “prod- 
ucts” of service departments are inter- 
mediate products, required for the further- 
ance of activity in the “producing” cen- 
ters. But the nature of those intermediate 
products is often fully as complex as the 
concept of transportation applied to the 
railroad company. Personnel departments, 
research and production planning units, 
and other service centers turn out a vati- 
ety of individual products that are seldom 
recognized and separated so as to facilitate 
accounting for them in concrete terms. 
Certainly, hiring a new employee is differ- 
ent from adjusting a grievance of one al- 
ready on the payroll; establishing reasons 
for aot carrying out a plan of product- 
design is different from working out the 
standard procedures and specifications for 
new products; each service department 
may turn out products of several kinds, 
and the costs are joint-costs when this is 
the case. 

Perhaps it is also worth noting that joint 
cost is not merely a peculiar problem of 
overhead cost allocation. The assignment 
of costs to time periods—the fundamental 
operation of calculating expense—is not 
free from joint implications. Even in those 
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trading enterprises in which the internal 
tracing of cost has not been considered 
essential to the measurement of expense, 
there are instances of joint-cost. Deprecia- 
tion, with the attendant items of repairs, 
maintenance, replacements, additions, and 
betterments, is but one phase of joint-cost 
allocation with regard to time periods. 
Bond discounts or premiums, and financ- 
ing costs related thereto, are joint-factors 
in the calculation of income charges. Sell- 
ing expenses, because of the difficulty of 
establishing proper costing units, are sel- 
dom traced through internal organization 
for allocation to time periods. But,” be- 
cause of the lag between cost incurrence 
and the production of revenue, there are 
questions as to how some of these costs 
should be divided. The problem of assign- 
ing inventory charges to expense, brought 
to view in the discussions of alternative 
merits of first-in-first-out, last-in-first-out, 
and other methods of cost assignment, is 
from one point of view but another prob- 
lem in the aliocation of joint cost. 

Granting the ubiquity of joint cost, the 
reader may ask: What is the difficulty in- 
volved in joint costs, and why do joint 
costs create a problem? The answer to this 
question is that costs are not assigned for 
the mere sake of dividing them; the results 
of cost allocation must be logically de- 
fensible if they are to be accepted as ob- 
jective and acceptable data. This raises 
the question as to the bases or criteria upon 
which are established the allocations: of 
overhead that appear in expense and in- 
ventory balances. 

The fundamental criterion for cost as- 
signment is the identification of cost with 
costing units in terms of physical accom- 
paniments. An examination of definitions 
of direct cost shows this quite clearly. For 
example, Reitell® defines direct costs as 
“those which are known to have been in- 


* Cost Accounting (Scranton, International Textbook 
Press, 1937), p. 22. 
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curred because of a particular unit of 
product or group of units.” Blocker” 
states that “direct materials are those ma- 
terials and supplies that can be identified 
with the manufacture of a product or a 
group of products, ” and uses similar 
phraseology in defining direct labor cost. 
In the Cost Accountants’ Handbook“ we 
find the following: 

Generally speaking, materials present in the 
finished product are classed as direct materials. 
However, there are exceptions in the form of ma- 
terials not physically present in the finished 
article .. . finishing or polishing material con- 
sumed in the operation...can be logically 
treated as direct material cost, and this, 

If.a labor cost cannot be identified with some 
particular production cost order number, or if it 
cannot be identified with some productive opera- 
tion, then it cannot be classified as direct labor. 


Dohr, Inghram and Love™ define direct 
costs as “those elements of cost which can 
easily, obviously, and conveniently be: 
identified with specific units of product, 
processes, jobs, departments, etc.” 
Underlying the idea of physical identifi- 
cation is the fact that in an isolated trans- 
action cost and the costing unit are paired 
in an obvious way. The thing parted with 
(cost) and the thing acquired (costing 
unit) are so obviously connected that little 
question arises as to the allocation of the 
cost within the framework of that transac- 
tion. Even when transactions are con- 
sidered in aggregates, identification in 
most cases is still supported by those sta- 
tistical patterns that can be observed 
readily between the physical and the 
financial aspects of these transactions. For 
instance, the physical unit of material can 
be seen and examined; if a high positive 
correlation between the total cost of ma- 
terials and the physical quantities can be 
established, there is some justification for 


Accounting (New Yerk, McGraw-Hill, 1940), 
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the allocation of the cost to the physical 
units on a direct basis. If, in addition, a 
similar correlation exists between units of 
materials and units of product (or service) 
direct allocation is logical and feasible. 

Whether direct allocation by physical 
identification is actually carried out is, 
however, a matter of expediency. Some- 
times it is not worth while to strive for 
objective procedures in allocating costs of 
small amount, and many items that could 
be allocated directly (on the ground of cor- 
relations such as have been suggested) are 
treated as indirect costs for economy of 
effort. The costs of electric power pur- 
chased from a utility company, social 
security taxes, and minor supplies such as 
tacks and glue are illustrations. 

But when costs are joint—when the cost 
is associated with more than one costing 
unit—the simple correlations described 
above do not exist. Instead, the services 
or products that are employed as costing 
units are so closely interrelated that precise 
relationships cannot be established among 
cost, physical units of time or space, and 
the end products. Then the criterion of 
physical identification fails; other criteria 
must be sought for, in terms of actual or 
assumed correlations that can be sub- 
stituted. At the present time, it is not pos- 
sible to establish by any simple means 
those relationships that must be available 
for an objective allocation of cost among 
co-products, because there are no known 
variables that are correlated with cost on 
the one hand and the individual co-prod- 
ucts on the other. The search for such cri- 
teria is the only means of improving and 
objectifying indirect costing procedures. 

If there can be established and verified 
by statistical means those relationships 
that tie together the incurrence of cost and 
the ‘physical measures of product-attrib- 
utes, the measurements based on these 
criteria will be objective and acceptable, 
however indirect may be the means of 
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measurement employed. The problem of 
joint-cost allocation does not arise from 
indirect methods of measurement;* rather, 
the problem originates in the fact that the 
relations implied in making allocations 
have not been, or are not, capable of inde- 
pendent verification. Some of the criteria 
now employed in the form of “bases” for 
allocation have been developed on purely 
utilitarian lines, without support other 
than appeal to judgment. So lung as no 
better approach is made, so long as the 
basic relationships are but a matter of con- 
jecture or assumption, joint-cost allocation, 
will remain unobjective, unsatisfactory, 
and inconclusive. 


METHODS AND PROCEDURES 


Before attention is turned to those 
criteria that are currently employed to 
allocate joint cost, a few general points 
should be stressed to make more clear the 
situation in which overhead costing meth- 
ods are used. 

In the first place, the costs of modern 
business activity cannot be classified 
sharply as between direct costs assignable 
by physical identification and those costs 
that must be traced by other means. The 


Accountants’ Handbook states on this 
point: 

The two divisions are not mutually exclusive. 
Thus a particular cost may be direct as related to 
the overall operations of a department, yet be 
indirect with respect to any particular product 
unit or activity within the department. As im- 
plied in the definition of direct costs, certain costs 
which can be identified with specific end results 
may nevertheless be treated as indirect because 
of the inconvenience involved in measurement. 


the methods of measurement loyed. Most of the 
sults of indi methods. Astronomical measurements 
are all indirect, yet the forecasting they make possible 
is certainly precise. All really sensitive instruments for 
measurement of very small variations operate on pril- 
iples of indirect measurement. The difficulty is not one 

method, but of the errors that may occur from ut 
warranted or unverifiable assumptions. 


_ 38 The lack of confidence that many writers expressin 

indirect measurements is an error; especially is it im- 

correct to . that the - of cost arises from 


There are many patterns into which direct- 
ness or indirectness may fall; the following 
are typical illustrations: 

1. An electrotype plate purchased by a 
job printing firm for use on one spe- 
cific job for a one-time customer. This 
is a direct cost of that job. 


2. Wages earned by a worker who tends 
several semi-automatic machines 
working on similar, but not identical, 
lots of goods. This cost is direct as to 
the operating center, but indirect as 
to the product lots. 


3. Salary of an operating department 
foreman. This is direct as to the de- 
partment, but indirect as to the oper- 
ating centers within that department, 
and also indirect with respect to prod- 
uct units. 


4, Fuel consumed in the production of 
electric power by a company-owned 
plant. This cost is direct as: to the 
power plant (save for the inventory- 
charge problem referred to previ- 
ously) but it is an indirect cost so far 
as the producing departments, oper- 
ating centers, and product lots are 
concerned. 


5. Factory building operating costs, 
such as elevator service, are direct 
manufacturing charges, but are joint 
costs of the various service and pro- 
duction departments, operating cen- 
ters, and product. 


6. Service of watchmen and guards 
patrolling a plant site within which 
are housed the general administrative 
and sales offices as well as the factory 
buildings; this is a direct charge only 
for the enterprise as a whole; it is 
joint with respect to manufacturing, 
sales and general administration, and 
that part which is traceable to manu- 
facturing is still joint with regard to 
departments, operating centers, and 
product lots. 
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7. Research activities having to do with 
product design, manufacturing meth- 
ods, sales appeal, etc., are joint costs 
that are indirect even with respect 
to time periods. In addition, such a 
cost must be allocated to the major 
functions, service and production 
departments, operating centers, and 
product lots. 

The patterns mentioned are not exhaus- 
tive, for there may be a number of com- 
binations of these situations. For instance, 
the cost of power produced in the com- 
pany’s plant, though it originates as a 
manufacturing charge, may be assigned in 
part to general administrative and selling 
functions, as well as to manufacturing ac- 
tivities. A firm that produces some of its 
own tools or supplies will experience a sim- 
ilar combination of cost allocations. Then, 
too, there are circular or re-absorbed cost 
situations, in which joint cost allocation 
must be made by extended computations 
or by algebraic methods.“ 

In all these cases, joint costs cannot be 
assigned by physical identification; in- 
stead, costs are divided by reference to 
“bases” that reflect in some form one or 
more of the criteria now to be examined in 
detail. 

The criterion of origin. One method of 
dealing with joint costs is to assign costs 
to the units or centers in which they orig- 
inate. In the case of social security taxes, 
for example, those taxes that represent 
cost to the employer are calculated on an 
aggregate payroll, and consequently are 
joint with regard to the various activities 
of the firm. To divide cost of taxes among 
operating and service departments on the 
basis of direct and indirect payroll costs is 
to apply the criterion of origin. If the pay- 
roll figures employed for this allocation are 
adjusted to exclude amounts paid to em- 
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ployees in excess of $3,000 during the year, 
the correlation between the base and the 
tax cost is complete and verifiable; the as- 
signment of cost is thus correct. But if, as 
is likely to be the case, the payroll figures 
are not so adjusted, the assignment of the 
tax cost is biased toward charging more tax 
than should be charged to those depart- 
ments in which higher-salaried employees 
happen to be employed. 

In some cases, an item of joint cost may 
be assigned as a whole to one department 
on the ground of origin, and reliance placed 
upon subsequent apportionment of that 
department’s total cost to effect the divi- 
sion of this item. Maintenance and janitor 
supplies, payroll and the miscellaneous 
costs of production control departments 
are illustrations. This may or may not be 
a correct treatment of such cost items, de- 
pending upon how the ultimate division of 
the total department cost is worked out. 
But it is conceivable that very different 
results would be had by this means than 
would ensue from specific assignment of in- 
dividual items. The criterion of origin is 
often employed to assign costs purely as a 
matter of expediency. . 

The criterion of use. Particularly helpful 
with problems of apportioning “‘service- 
department” charges, the use made of a 
given service or facility is the basis for as- 
signing the cost of providing it. An exam- 
ple of this is the apportionment of internal- 
transportation costs to operating depart- 
ments on the bases of pieces hauled, ton- 
miles, or truck-hours. Such a division is 
equivalent to making a unit charge for 
specific services used. The difficulty with 
this criterion is that the costs of providing 
service are not always correlated with the 
use made of that service. One of the im- 
portant. elements in this situation is the 
fact that stand-by facilities are often main- 
tained in anticipation of use that does not 
materialize.“ Fixed costs can hardly be 
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said to be divided objectively on the basis 
of use of service if some of the facilities 
provided are idle, however necessary such 
excess capacity may be for the over-all 
smooth operation of the plant. 

The criterion of facilities provided. Some 
overhead costs are divided on bases that 
reflect the provision of facilities rather 
than the use made of them. Apportion- 
ment of personnel department costs on the 
basis of number of employees or man-hours 
of operation and distribution of building 
maintenance costs (depreciation, property 
taxes, heating, lighting, ventilating, re- 
pairs, and janitor service) on the basis of 
floor area or cubic volume are cases in 
point. 

The distinction between the criterion of 
facilities provided and that of use is that 
the use made of a service may or may not 
correspond with the availability of that 
service. Costs of maintaining capacity to 
serve, in terms of fixed or stand-by costs, 
would seem to be more equitably distrib- 
uted by the criterion of provision than by 
that of use of the service. One of the 
difficulties here is, however, that. costs of 
service departments are seldom segregated 
into fixed and variable categories for each 
department, at least partly because the 
meaning of “fixed” or “‘variable”’ costs for 
the department is not always clear. Even 
if this were done, there would still remain 
the problem of separating the costs of 
providing facilities from those costs repre- 
senting excess capacity for the service-de- 
partment over and above normal require- 
ments. 

It is interesting to observe that one 
common approach to the selection of bases 
for cost assignment is stated to be that of 
“benefits received.” This, at least in terms 
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of the bases selected by this means, is 
really a combination of the criterion of use 
with that of facilities provided. “Bene- 
fits,’’ unless measured in terms of the use or 
provision of facilities, is too vague a term 
to result in objective division of joint cost 
among departments or other costing units. 

The criterion of ability. Some cost-as- 
signments are established upon bases that 
reflect an ability to withstand or to absorb 
charges. The validity of such cost-assign- 
ments rests on grounds that are highly 
colored with ethical considerations. Illus- 
trations are to be found outside account- 
ing: e.g., the theory of taxation based on 
the principle of “ability to pay” as exem- 
plified in progressive tax rates, and the 
setting of prices in terms of “what the 
traffic will bear.’”’ From the point of view 
of accounting method, there is some ques- 
tion as to the acceptability of this criterion 
for assigning joint costs, even as a last re- 
sort. The distribution of department store 
costs on the basis of net sales or of ag- 
gregate gross margins seldom adds any- 
thing to the information already at hand 
before the distribution is made. The allo- 
cation of joint cost to co-products on the 


basis of net sales value is another applica- ‘ 


tion of the capacity criterion. Although 
this allocation is made only to establish 
inventory valuations, the inventory fig- 
ures could be better and more logically 
justified in terms of a valuation at net sales 
value less the average normal margin, this 
margin, of course, serving to exclude selling 
expenses as well as the income to be real- 
ized upon final sale. The latter calculation 
will give results almost identical with cost 
allocations based upon net sales value, but 
it is to be preferred on logical grounds. 
According to Blocker, there are other 
criteria that may be applied to the problem 
of assigning overhead. He mentions two in 
particular: efficiency (or incentives) and 
the survey of conditions. The first of these, 


he says, “is the newest approach to, the 
scientific distribution of overhead costs.’ 
Although it must be admitted that such 
bases are employed in the newest designs 
of costing systems (in terms of standards, 
budgets, and quotas) the efficiency cri- 
terion is not related to cost assignment in 
terms of expense measurement; rather, the 
use of incentive or efficiency bases is re- 
lated to managerial aims. Such an ap- 
proach to cost analysis illustrates the ‘‘con- 
flict of objectives” to be discussed in the 
third section of this paper. The survey 
basis suggested by Blocker is a combina- 
tion of the criteria suggested above, plus 
some unspecified application of judgment 
on the part of the cost accountant or the 
management. The fact that most cost ac- 
countants think that surveys need to be 
made only at irregular intervals to obtain 
a sample or cross section of the prevailing 
conditions" is itself an indication that the 
procedure is heavily weighted with factors 
of judgment and expediency. Blocker’s il- 
lustration of this approach is that of de- 
livery service in a department store. It is 
justifiable to give consideration to the 
number of packages delivered, the size and 
weight of items transported, the number of 
deliveries and pickups made, and the mile- 
age traveled. This should be on the ground 
that these factors reflect the use made of 
the service. However, the real problem lies 
in the complexity of the departmental 
product; the case is similar to that of de- 
fining the transportation product of a rail- 
road. 

A list of criteria for cost assignment 
would not be complete without some refer- 
ence to arbitrary divisions of cost. One of 
the simplest of these is to spread cost 
equally, on the ground that, in the absence 
of other considerations, “equality is 
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equity.”’ This principle may be a means of 
solving otherwise hopeless situations, but 
it cannot be defended as having logical 
relation to the problem of cost-assignment. 
Sometimes, arbitrary bases of allocation 
are established after due consideration of 
a number of factors that have some bear- 
ing on the problem of cost allocation; and, 
since judgments based upon adequate 
study of the problem are presumed to be 
sound, these bases may be acceptable. 
However, judgment, even sound judg- 
ment, is not objective! 

A consideration of the bases that are 
employed to allocate overhead cost brings 
us to three rather important conclusions. 
The first is that criteria for overhead cost 
allocation have not yet been developed 
which are capable of statistical verifica- 
tion. Extant criteria of origin, use, facili- 
ties provided, or ability have not been sub- 
jected to the kinds of tests that they must 
satisfy if they are to be considered objec- 
tive. Among these extant criteria, the 
choice is usually one of individual prefer- 
ence or judgment; this means that uni- 
formity of principle does not obtain in the 
assignment of overhead costs. 

A second generalization is that the bases 
chosen for cost assignment are frequently 
but imperfect expressions of the criteria 
themselves. The choice of bases such as 
floor space, ton-miles, or number of em- 
ployees is often a matter of accepting or 
adapting available statistics to the prob- 
lem, so long as the choice looks reasonable. 
The use of percentages of direct labor cost 
as bases for allocating overhead to product 
units is admittedly imperfect; such pro- 
cedure is justified in practice because of 
the availability of the direct labor cost 
figures as against the extra work of cal- 
culating man-hours, or setting up proce- 
dures to tabulate machine hours or other 
bases more closely related to the problem 
of cost assignment. The major influence 


that determines the choice of bases for 
cost assignment is expediency. 

The third generalization has to do with 
the notion of averaging. Overhead costs 
must be averaged to be assigned at all, 
For, when we assign a cost on some basis, 
we are in effect calculating a cost per unit 
of the basis that is adopted; this unit-cost 
calculation is implicit in every distribution, 
apportionment, or allocation. Since aver- 
aging is based upon certain assumptions, 
and has certain limitations, those limita- 
tions are inherent in overhead cost assign- 
ment, even though no explicit unit costs 
are recognized. Averaging always assumes 
a degree of homogeneity in the data that 
are brought into an average. The wide 
range of activities engaged in by some 
service departments and some operating 
centers raises a real question of whether 
such activities are sufficiently homogene- 
ous to be averaged with logical. consist- 
ency. Certainly the failure to separate 
fixed and variable elements when over- 
head is apportioned and allocated produces 
error and bias if the proportions of fixed 
and variable cost vary as among different 
departments or over different periods of 
time. 

Furthermore, if the cost of 100 units of 
service-product is $1,000, it is not correct 
to infer that the cost of each and every 
unit is $10. If the true costs of individual 
units were known, they would be seen to 
form a statistical frequency distribution of 
considerable range. When this distribution 
is symmetrical and leptokurtic (i.e., when 
there are few deviations from the average, 
and those deviations are equally distributed 
above and below that average) the arith- 
metic mean is a useful indication of prob- 
able unit cost. The usefulness of the aver- 
age, however, depends upon these features 
of the distribution. Even then, the average 
unit cost is only a probable cost, not the 
specific cost of each unit. A recognition of 
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these points does not imply that averages 
are to be avoided, nor that they are nec- 
essarily untrustworthy. In the absence of 
contrary evidence, no harm results from 
assuming those conditions which validate 
the averaging process. But unless this as- 
sumption can be verified, the accountant 
should be careful to specify his unit cost 
as an average, not an “actual” unit cost. 
This is particularly true with respect to 
overhead costs that are averaged over 
months of varying production rates, and 
when seasonal or erratic fluctuations exist 
in the pattern of overhead costs incurred. 
To specify the unit cost as a “normal aver- 
age” cost is merely to recognize the quoted 
figure as an approximation, rather than a 
verifiable and actual cost of the item in 
question. 


CONFLICTING OBJECTIVES 


Accounting data are used for many pur- 
poses, only one of which is the “measure- 
ment of income” in the sense that that 
phrase is employed by accountants. The 
position taken by J. M. Clark (that “there 
are different kinds of problems for which 
we need information about costs, and that 
the particular information we need differs 
from one problem to another’) is entirely 
sound. However, one of the very practical 
difficulties in the way of allocation of over- 
head is the fact that the content of an ac- 
counting system tends to be affected by 
the aims of at least two important groups: 
accountants, who are interested in income 
determination; and managers, whose pri- 
mary interests lie in directions other than 
an income figure. Of course this difference 
is partly one of emphasis, for managers are 
indirectly interested in the reported in- 
come; management is to some extent 
judged as to its effectiveness by the oper- 
ating statement and the balance sheet. 
But the primary emphasis of management 
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is upon control—that complex of planning 
and administrative activities aimed at the 
individual steps to be taken to produce in- 
come and to attain whatever other objec- 
tives may be important to the progress of 
the enterprise. 

The usefulness of accounting systems as 
means of establishing and maintaining con- 
trol of operations requires no demonstra- 
tion in this paper. The. thing that does 


_ need to be emphasized is that the interests 


of management are not always the same 
as those of the accountant engaged to re- 
cord and present the financial results of 
operations. Quite apart from the fact that 
management may have a more personal 
interest in the presentation of financial 
summaries than does the accountant, there 
are certain differences in the kinds of clas- 
sifications that would be desirable, and the 
kinds of treatment that would be accorded 
to operating data, from these two points of 
view. And, since management determines 
to some extent what kind of accounting 
activities shall be carried on, it is but logi- 
cal that there would be at least some ex- 
pression of the managerial viewpoint in 
the cost accounting system. One example 
of this is the use of “‘incentives” in the de- 
partmental distributions and apportion- 
ments of overhead costs, referred to previ- 
ously in the discussion of criteria for cost 
allocation. There are numerous instances 
of the fact that managerial requirements 
affect the methods of accounting that are 
employed. What are the significant ele- 
ments in this problem of objectives? 
Prospective versus historical view. The 
traditional viewpoint of the accountant 
(interested in measuring income) is that he 
records, interprets, and presents the finan- 
cial aspects of business events. From this 
position, the task of the accountant is pri- 
marily historical; and the data that he is 
willing to accept and incorporate into his 
summaries are historica] data, The inter- 
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est of management is not, and cannot be, 
purely historical. Management is con- 
cerned with present and prospective in- 
formation upon which to base today’s de- 
cisions; whether the past record is good or 
bad cannot be allowed to influence the 
present analysis and the action to be 
taken, for management must solve prob- 
lems in terms of making the most of avail- 
able resources, present opportunities, and 
expected events. Although it is true that 
the historical record serves to indicate and 
(within limits) to measure the effects of 
past actions, historical records do not 
serve managerial ends beyond this. The 
narrative aim of financial reporting is in- 
consistent and incompatible with the 
prospective viewpoint of managerial pol- 
icy. 

Short-run versus long-run interpretations. 
Managerial policy and accounting are both 
spoken of as being concerned with long- 
run points of view, but the content of the 
long-run notion is different in the two 
cases. Accounting is concerned with long- 
run implications in the sense that any error 
in accounting is bound to show up, ulti- 
mately; and, since the problem of account- 
ing is fundamentally one of breaking up the 
continuity of the enterprise into short pe- 
riods for financial reporting purposes, it is 
but logical that the accountant should bear 
in mind the fact that there is an eventual 
day of reckoning for all costs, whatever 
their nature. The accountant, when he 
strives to measure income, must keep in 
mind the long-run implications of the fig- 
ures he places upon reports. 

Managerial policy, if it is “long-run” 
at all, embraces a different kind of long- 
run view. Past decisions do not determine 
future managerial actions in the mathe- 
matical fashion that applies to accounts. 
Poor policies are constantly being replaced 
by better ones, and although the policies of 
management may be shifted only slightly 
by a given action, policies evolve through 


time. The two long-run notions are not the 
same; it is possible that occasionally they 
may conflict. To illustrate: the manage. 
ment may decide as a matter of policy that 
replacements of equipment must be justi- 
fied in terms of demonstrated ability to 
‘pay for themselves” over a period of 
three or four years; such jtems are, how- 
ever, depreciated at usual rates once they 
have been acquired. There is a difference 
between the managerial and the account- 


ing views of replacement policy, however ‘ 


much emphasis on long-run notions may 
be made on either side. 

Alternative versus absolute cosis. Perhaps 
the most striking instance of the difference 
in point of view between management and 
narrative accounting is the fact that 
managerial discussions are replete with 
references to “savings” and ‘wastes’”— 
words that have but small place in the 
terminology of financial accounting. Say- 
ings and wastes are alternative concepts; 
they have to do with a comparison of ob- 
servation with what should have happened 
or what might have happened. To manage- 
ment, savings are the stuff of which profits 
are made; to the financial accountant, 
they have no existence except as they may 
offset cost or expense.” To management, 
wastes are losses that might have been 
avoided; these, too, are ‘‘elements in the 
profit pattern.” The notion that conven- 
tionally recorded expenses include dissipa- 
tions as well as applications of resources— 
that there are loss-elements in operating 
charges that should be separated from ex- 
pense—is almost entirely a managerial 
idea. Discussion of such ‘‘interim”’ losses 
has appeared in accounting literature al 
most solely within works on cost-account- 
ing,?* sometimes being confined to analysis 
of standard-cost variations. Financial ac- 


2 Cf. Finney, 


A., Principles of Accounting (New 


York, Prention Hall 1936), p. 115; also, Fas the dis- 
cussion of in Paton, 
Accounting (New York, Macmillan, 1938, pp 267-2 
Dohr, Inghram and Love, of. Pp. 
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counting views an operating loss merely as 
the excess of total operating expense over 
total operating revenue.” 

The practice of ‘“converting” standard- 
cost variations to “actual” costs by pro- 
rating variations when statements are 
prepared illustrates the conflict between 
the absolute and the alternative view of 
cost. Standard cost accounting emphasizes 
alternatives in terms of efficiency; financial 
statements, on the other hand, require ab- 
solute measurements of cost, which neces- 
sitate adjustment or conversion of the fig- 
ures produced by the accounting system so 
as to meet the norms and standards for 
income-determination. 

The extreme case of conflict between 
alternative and absolute viewpoints is the 
overtime premium case cited by J. M. 
Clark.* He states that the overtime bonus 
should be counted not once, but as many 
times as there are opportunities for saving 
this outlay. This, from the absolute stand- 
point of income-determination, seems ab- 
surd; yet it is perfectly sound from the 
alternative point of view. 

Control of cost versus expense-measure- 
ment. One of the important tasks of man- 
agement is to fix responsibility. A practi- 
cal means of furthering this end is to asso- 
ciate costs with the operations of specific 
administrative units. However, the asso- 
ciation of cost must fall within the limits of 
organization principles, one of the most 
fundamental of which is that the respon- 
sibility exacted from an executive must be 
commensurate with the authority granted 
him. The application of this principle to 
cost assignments for managerial purposes 
establishes the concept of “controllable” 
cost. If the administrator is to be held ac- 
countable for the costs of his department, 
those costs must consist only of the items 
over which he has control—i.e., costs that 


Paton, Theory (New York, 
1922), pp. 176-177. 
* Op. cit., p. 247. 


he can alter by his own decisions. The costs 
of manufacturing vary to a considerable 
degree as to their controllability; many of 
the allocations that would be made in one 
way for financial reporting would have to 
be made differently for control purposes. 
Further, it must be recognized that many 
costs are controllable only at the higher 
levels of organization; some are almost 
completely beyond control even by top 
executives. Changes in prices for materials 
and supplies are not controllable except as 
adjustments may be made with respect to 
purchasing policy, manufacturing meth- 
ods, or the quality and quantity of prod- 
uct. Even then, there are limits to the de- 
gree of control that may be exercised. In- 
directness of relations between cost and 
cost-control creates a special class of prob- 
lems, beyond the scope of this discussion. 

However, the difficulty that arises from 
the use of control criteria is that control 
classifications are simply not relevant to 
the problem of costing product for financial 
reporting. If costs are assigned for manage- 
ment purposes on the basis of their con- 
trollability, there will be some costs that 
will remain unallocated, and those that are 
divided will be divided with reference to 
criteria that may have little reference to 
the problem of measuring income. 

Enough has been said to indicate that 
the problems of management are different 
from the problem of income-measurement, 
and that allocations that may serve one 
purpose cannot and will not serve the — 
others. Yet it is fairly obvious that man- 
agement may be expected to favor those 
methods of cost-allocation that answer its 
questions rather than procedures that are 
aimed strictly at the expense-measurement 
objective. The amount of outlay required 
to operate an accounting system is itself 
a reason for requiring managerial informa- 
tion from it. 

Simple, one-dimensional, and standard- 
ized procedures can meet the problem of 
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conflicting objectives only by compromise. 
To mix management-control data with ex- 
pense-measurement procedures is to con- 
fuse one or both of these viewpoints, per- 
haps to present a cost figure that is unsatis- 
factory for any purpose. The compromises 
that exist in current cost-systems limit the 
value of the resulting unit costs both for 
management purposes and for the calcula- 
tion of expense. 


CONCLUSIONS 


The writer has no quarrel with cost ac- 
countants and their methods, nor is it im- 
plied that cost figures, because of their 
imperfections, are hopelessly useless. By 
and large, the cost accountant performs 
well a function that is essential to carrying 
on accounting in general and basic to the 
furtherance of intelligent management. 
There are, however, three general conclu- 
sions that may be drawn from the exposi- 
tion presented in these pages; these should 
be emphasized. 

First, there is a real need for research 
directed toward the establishment of prin- 
ciples for cost allocation, especially with 
regard to the allocation of overhead costs. 
The search for more objective and defen- 
sible bases of allocation, and the develop- 
ment of methods of handling masses of 
data to meet special purposes, are promis- 
ing fields for improvement in extant cost- 
ing methods. 

Second, there is good reason for broad- 
ening the concepts that have been applied 
to the field of cost accounting, to embrace 
techniques of statistical and mathematical 
analysis. Cost accounting is more than ex- 
pense-measurement, and the problems of 
cost analysis are too complex, and of too 
many dimensions, to be confined wholly 
within the limits of double-entry book- 


keeping. A wider familiarity with ancillary 
techniques would be a happy addition io 
the accountant’s tool kit. 

Third, and most important: the limita- 
tions of available methods, the compro- 
mises of expediency, and the conflicting ob- 
jectives that enter into cost calculations 
should make the accountant more careful 
as to his terminology with respect to unit 
costs. Readers of financial operating and 
cost reports, unless they are technically 
trained, are prone to accept terms used in 
accounting reports at their face value. The 
distinctly observable tendency toward 
emphasis of actuality™ in cost terminology 
is unfortunate. In view of what has been 
said above, it is questionable whether 
there can be much hope of calculating an 
“actual” unit cost. Hence, terms that are 
used to describe costs should be chosen 
carefully to avoid an unnecessary implica- 
tion of precision or objectivity that may be 
grasped and misused by the uninitiated. 
Pending those developments of costing 
technique that will solve some of the pres- 
ent problems of cost allocation, the ac- 
countant should be careful to avoid mis- 
understanding and misinterpretation of 
his work. He should avoid as a plague any 
reference to actuality in his presentations 
of unit cost. Cautious applications of ter- 
minology to figures that are subject to so 
many weaknesses, yet which can be taken 
to mean so much, are demanded by that 
prudence and judgment upon which the 
accountant’s reputation depends. 


this tendency, let him examine the available text ma- 
terials on cost accoun 


context; further, the absence of definitions of “normal” 
cost in cost despite the fact 
that the unit costs produced by the methods outlined 
are alwaya normal, ot actual, costs. 
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COST ACCOUNTING VERSUS THE 
PRICING SYSTEM 


W. B. LAwRENCE 


HE GENERAL topic “Cost Account- 

ing Principles” is interesting be- 

cause it suggests the possibility of 
more general recognition of the principles 
under which cost accounting operates. It 
has been said, and with considerable truth, 
that there are no general accounting prin- 
ciples but only a body of conventions, or 
rules, derived from the experiences and 
necessities of accounting practice. In this 
respect cost accounting differs from gen- 
eral accounting in that it is based upon 
certain well-defined principles. Among 
them may be mentioned (1) the principle 
of departmental costs, without which there 
can be no complete understanding of cost; 
(2) the principle of unit costs, without 
which there can be no practical utilization 
of costs; and (3) the principle of overhead 
expense allocation, without which: the in- 
tangible and indefinite elements of cost 
cannot be applied to production. 

This paper is perhaps misnamed, be- 
cause in reality it is supposed to deal with 
the application of cost accounting to the 
problems of business management. How- 
ever, the title has been retained because 
the problem of pricing is one of the chief 
bugbears of management. Almost all the 
problems of management eventually focus 
upon the twin questions, “At what price 
is this venture profitable?” and ‘Will this 
venture be profitable at the prevailing 
price level or price range?” In this day, 
when the manufacturing industries face a 
future of unparalleled uncertainty, confu- 
sion, and even chaos, the pricing system, 
whether of an article, an industry, or even 
the national economic structure, must nec- 
essarily be paramount in the thinking of all 


who have to do with production. In many 
respects, therefore, the present title is per- 
haps preferable to one in which the more 
general word “management” would ap- 


pear. 

First in this discussion we should per- 
haps attempt to fix the place of cost ac- 
counting in the fields of management and 
economics. Cost accounting is not an end 
in itself. It is, rather, a tool to be used by 
management. The value of cost accounting 
to the management of an enterprise prob- 
ably depends more upon the skill of the 
user than upon the tool itself. No matter 
how accurate, elaborate, or precise are the 
data derived from a cost system, the value 
secured from the system depends upon the 
use which the management makes of the 
data. Some managers are alert, shrewd, 
and versatile enough to make use of cost 
data or to act contrary to the indications 
of such data as circumstances require. 
Others are unable to understand the im- 
plications and indications of cost data and 
thus cannot make good use of what their 
cost system tells them. To the former the 
cost system is a useful adjunct of manage- 
ment; to the latter it is practically worth- 
less, and even confusing and disconcerting. 
The personal ability of the management 
is the important factor, and the operation 
of the cost system is a secondaryfone. 

There is a sharp contrast between the 
economic and the cost accounting view- 
points of managerial policy. Economics 
deals with mass movements of the material 
means of satisfying human desires, where- 
as cost accounting deals with the effort of 
an individual corporation to adjust its af- 
fairs to these mass movements in such 
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manner that it can derive a profit either 
from moving with the mass or from mov- 
ing against it, as circumstances may re- 
quire. We might liken these conditions to 
the direction of the current and of the 
eddies to be found in a stream. The great 
mass of the water in a river is moving 
downstream, but here and there will be ob- 
served an eddy in which a current is mov- 
ing upstream for a short distance. Usually 
there will be found a considerable amount 
of flotsam and jetsam on the banks of the 
river near the eddy. While the economist 
is watching the mass of lumber floating 
with the current, the cost-minded manager 
may be concerning himself with gathering 
the easier harvest cast up on the bank by 
the eddy. The cost system in such in- 
stances is the tool that enables the manager 
to locate the eddy and reap the harvest. 
On the other hand, there may be times 
when the greater profit is found in the drift 
of the current. 

It is especially important to bear these 
contrasts in mind in times like these, when 
the great majority of the people are more 
concerned with general economic move- 
ments than they are with individual cross- 
currents. Some people believe we are in a 
period of important social and political 
evolution. In such times great opportuni- 
ties arise for profit making on the part of 
resourceful men who have the imagination 
to find the crosscurrents and eddies, and 
the courage to operate against the current. 
For such men the cost accounting system 
affords, in many cases, the key to when and 
how to move in this manner. 

Probably no greater tribute can be paid 
to the genius of cost-minded management 
than is to be found in the achievements of 
many businesses in the last several years. 
In spite of a good deal of regimentation 
and innumerable regulations, often framed 
by inexperienced theorists, many manu- 
facturers, through study of costs and manu- 
facturing conditions, have been able to 


find the loopholes and push on to better 
prices and greater profits. In most of these 
maneuvers against the current, cost data 
have been an important factor. 

Does a manufacturer decide to discon- 
tinue a line because, with price ceilings 
pressing down and labor costs permittedly 
rising, it is no longe: profitable? If so, we 
may be quite certain that cost data were 
the determining factor in his decision, 
whether those data were derived from a 
formal cost accounting system or from cost 
estimates only remotely secured from his 
books. 

Does a manufacturer decide to add some 
touch of color, to shift a piece of trim, or 
otherwise to alter his product in order to 
make it noncomparable with his previous 
product, noncompetitive with other prod- 
ucts, and without precedent of previous 
sale? Again cost data and cost estimates 
are at once impelling factors in his decision 
and aids to him in securing a better price 
and greater profit. 

Does a manufacturer study his job titles 
and devise new occupational classifications 
and ratings through which he can raise 
wages and retain his personnel? If so, labor 
cost calculations, overhead computations, 
and production records were the founda- 
tion on which his plan was built. 

Only a few months ago the traders on 
our Chicago Board of Trade upset the ceil- 
ing price structure of the OPA and for a 
few days made Monett, Missouri, the corn 
center of the Middle West by a study of 
corn and transportation costs in compari- 
son with ceiling prices. Remote as trading 
of this sort is from manufacturing, the fact 
remains that it was cost data, even of their 
peculiar kind, plus the resourcefulness of 
the managerial type of mind, that made 
this maneuver possible and profitable. 

Instances of this kind could be cited un- 
til it became tiresome. The point is that 
even in a time of dictatorial and bureau- 
cratic domination of industry, men with 
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cost data at their command, with the abil- 
ity to interpret the data, and with the 
courage and resourcefulness to act upon 
their findings can break through price 
ceilings to their own profit and to the 
satisfaction of their customers. 

But the difficulties business may have 
with bureaucracy are a transitory feature 
of this era. Whether business operates un- 
der a controlled economy or under condi- 
tions of free enterprise, there are many 
problems of the pricing system in which 
cost accounting, if properly used, is of 
assistance to management. 

One of these problems is that of differ- 
ential costs. During the war period, dif- 
ferentials in cost due to expanding volume 
of production have had a great bearing 
upon the pricing policies of war-goods 
manufacturers. Much of the necessity for 
renegotiation of war contracts has arisen 
from differentials in cost due to original 
estimates based upon one volume of pro- 
duction and actual manufacturing done on 
a far greater level of production. As indus- 
try swings from production for war into 
production of civilian goods it will again 
face the problem of differentials due to re- 
equipping, retooling, and attaining volume 
production. 

So far as cost accounting is concerned, 
these differentials are unlikely to present 
any difficulties. Most manufacturers that 
will be affected have adequate cost ac- 
counting facilities. Their cost records will 
enable them to cope with the figure facts 
of re-equipment, retooling, and producing. 
The great danger to be feared is that of 
overestimating or underestimating public 
demand and production capacitivs. There 
may be unusual and unexpected shifts of 
population after the war. The amount of 
public savings available for consumer 
spending is more or less unpredictable. The 
effect of tax policies, deficit financing, and 
governmental spending is hard to estimate. 
The labor-cost situation is clouded by un- 


certainties as to the conditions under 
which labor will work, the hours it will 
work, and the wages for which it will be 
willing to work. Under these circumstances 
it will be difficult to predict the volume of 
production on whick costs and prices can 
be planned. Already we are hearing many 
predictions of postwar requirements that 
are so patently fantastic that they suggest 
wishful thinking or political thinking. 

Under these circumstances the manager 
of a manufacturing enterprise can expect 
only partial help from his cost accounting 
system in judging differentials in cost in 
connection with pricing policies. The cost 
accounting system can go only so far as 
to give him proved facts as a starting 
point in his calculations. The remainder 
must be derived from surveys, studies, 
and, above all, from his ability to judge the 
future of his business. In that problem 
managerial ability will be the important 
factor and cost accounting a secondary 
factor, because the enterprise will be mov- 
ing into a new and unknown world. 

Another problem that has always con- 
fronted the manager and the cost account- 
ant, and that probably will be especially 
difficult during the not too distant future, 
is that of deciding whether to attempt to 
recover something more than out-of- 
pocket cost or to attempt to recover full 
cost plus a profit through the price 
charged. 

There is a basis in logic for the out-of- 
pocket theory, depending upon the condi- 
tions to which it is applied, just as there is 
a basis for the full-cost theory, also de- 
pending upon the conditions to which it is 
applied. The problem that arises is that of 
recognizing the conditions under which 
either theory should be applied. In this 
problem, cost accounting can help in part 
by supplying the fundamental cost cal- 
culations, but the real task is that of man- 
agement, which must comprehend the con- 
ditions and make the decisions. 
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In a noncompetitive market or with a 
new product it is easy to see that the out- 
of-pocket theory might be applied to se- 
cure a quick and wide distribution. By the 
same token, the full-cost theory might be 
used to secure a slower and thinner dis- 
tribution but with a more substantial 
profit. In either case, since there is no com- 
petition, the manufacturer alone is con- 
cerned. 

In a competitive market, or when deal- 
ing with staple products, the out-of- 
pocket theory may be explosive in its con- 
sequences. There is nothing a businessman 
dislikes more than what he considers un- 
fair competition, and especially a break- 
through of established price levels. The 
out-of-pocket theory, in such circum- 
stances, may invite reprisals, and expen- 
sive reprisals at that. It is one thing to go 
on a price basis resting on out-of-pocket 
cost for a line of your own that is not mov- 
ing rapidly; it is another to have a com- 
petitor apply that same theory to some of 
your own more profitable lines or cus- 
tomers. When the procedure becomes a 
“free for all” you can bring chaos and ruin 
to yourself and your industry. 

In considering postwar outlooks the out- 
of-pocket theory seems particularly inap- 
plicable for two reasons. ‘One reason is the 
uncertainty of future costs, markets, and 
price levels, which will render it difficult to 
determine where out-of-pocket cost be- 
gins. The other reason is that of possible 
legal entanglements. The Robinson-Pat- 
man Act, the Federal Trade Commission 
Act, and other unfair-trade-practice laws 
are not on the statute books for nothing. 
They may have been fairly dormant dur- 
ing the war but they most likely will be 
revived with the utmost vigor after the war 
ends. 

From the standpoint of cost accounting 
the theory of out-of-pocket cost and price 
is mathematically valid. From the stand- 
point of managerial wisdom and ‘policy it 


is one of those theories that may well be 
marked, “Caution—Do Not Touch.” It 
would appear that with respect to this fea- 
ture of pricing policy cost accounting is 
not so essential as the possession of wise 
discretion and judgment on the part of 
management. 

One field in which cost accounting 
should be of value to management in the 
establishment of prices and pricing policies 
in the postwar days will be that of deciding 
whether prices should be based on cests 
or whether price levels and ranges should 
determine cost limits. The general belief is 
that there is a price level beyond which 
buyers will not go and that manufacturers 
must keep their costs below the price level 
to operate at a profit. This opinion seems 
likely to be subjected to a severe testing 
in the days that will follow the war. In 
this testing, cost accounting may be both 
a barometer that indicates trends and a 
recorder that determines policies. 

It seems reasonable to expect a period of 
extreme confusion for several years fol- 
lowing the end of the war. Regardless of 
any opinion as to the value of government 
controls of materials and prices, it seems 
likely that the pressure of public opinion 
will force their relaxation or discontinu- 
ance shortly after hostilities cease. In the 
meantime the industrial organizations of 
the country will be unlikely to convert to 
peacetime production in anything like a 
uniform, regular, or orderly manner. Along 
with all this, a period of upheaval and 
agitation in the labor supply is strongly 
indicated. These and other conditions sug- 
gest that the return to civilian production 
will resemble the rush of a crowd from a 
college stadium after a football game on a 
rainy day rather than an orderly proces- 
sion down «, boulevard. 

Under such circumstances may we not 
expect that price levels will be shattered 
and broken; that demand will be both ir- 
regular and vigorous; that supplies will be 
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spotty and uncertain; and that prices will 
largely be characterized by irregularities 
and varying spreads? If so, it will be an op- 
portunist’s market and many men will be 
able to earn profits far above normal be- 
cause of their ability to shift direction or, 
in the illustration used in the beginning of 
this paper, to swim against the current 
and ride with the eddies in the stream. In 
such undertakings cost accounting will be 
a valuable aid to management because it 
can produce cost data that will guide the 
efforts of the manager to find the most 
profitable pricing policy. 

Any discussion of cost accounting ver- 
sus the pricing system must take into con- 
sideration the extent of the situation with 
which we are dealing. American industry 
covers so many fields and operates in such 
various ways that almost any statement 
made about it can be both challenged and 
confirmed. In this respect industry is much 
like the state of Texas: so large that almost 
anything one says about it is correct or in- 
corrrect, depending upon the part about 
which you are talking. So it is with this 
discussion. 

American industry varies to such an ex- 
tent that it is difficult for anyone to see all 
the possibilities of cost accounting as a 
modifying influence upon pricing systems 
or theories. There are large concerns and 
small ones; producers of special goods.and 


_ of staples; establishments that produce the 


same thing day after day and week after 
week, and others that never produce two 


things that are exactly alike. Some of these 


industries operate alone in a solitary field; 
others overlap the fields of one or more 
other industries. Some are rich and power- 
ful and can make full use of the possibilities 
of financial strength. Others are limited 
financially and must depend upon inge- 
huity and manipulation for their success. 
Any and all of these conditions can be 
found in varying combinations in almost 
every industry. 


Too often we fail to take into considera- 
tion the service nature with which some 
industries are affected. While some indus- 
tries are turning out goods in mass produc- 
tion, each and all alike, it is probable that 
the majority of our industrial production 
is devoted to work of a service nature that 
differs in some respect with the require- 
ments of different customers. The ordi- 
nary economic conceptions of supply and 
demand, price ranges, and market levels, 
while in general applicable to all, are in 
specific instances capable of considerable 
deviation because of the human factors in- 
volved in the service element of business. 

It is possible for a customer to pay more 
to a certain concern than to another and to 
do it willingly, because he likes some qual- 
ity of that concern. That quality may be 
one of personality or policy or even an un- 
explainable preference. Whatever it may 
be, it is sufficient to enable the manager of 
such a company to disregard competitive 
price levels to some extent at least. When 
this quality of service is recognized by 
sufficient customers the possessor of such 
good will is no longer concerned to any 
great extent with competitive price levels 
or ranges. Business is not wholly a matter 
of close figuring and sharp buying; it has 
hyman attributes that are even more 
powerful than dollars and cents. Any dis- 
cussion of costs and price levels must take 
these human qualities into account. 

Cost accounting can be both underdone 
and overdone. This statement is especially 
true of the majority of our manufacturing 
establishments in which special-order 
goods are produced. Too many of these 
concerns neglect the cost accounting fea- 
tures of their business, do their pricing “by 
guess and by gosh,” and either go broke 
or operate with inadequate returns for 
their labors. In the same industries other 
concerns will be found that go to opposite 
extremes. Every job must carry a profit 
regardless of conditions. As disgusted cus- 
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tomers stop dealing with such concerns, 
the overhead is piled onto the remaining 
customers. The final result is a business that 
withers away and eventually fails because 
too much attention was paid to the profit 
element. Somewhere between these ex- 
tremes is the common-sense line of policy 
that results in the greatest prosperity. 
The conclusion that must be reached in 
a discussion of cost accounting, the pricing 
system, and the management factor is that 
cost accounting has an important position: 
in these activities. At the same time, it is 
not all-important. Judgment and discre- 
tion in the use of cost data are necessary 
to deal successfully with the pricing sys- 
tem. The pricing system itself is in some 


respects a fetish, especially under the con- 
ditions that industry is about to encounter 
The ability of management to adapt itself 
to the conditions it meets and to use its in- 
genuity and resourcefulness in operating 
under those conditions leads to the most 
prosperous and profitable results. In the 
exercise of that ability of management, 
cost accounting furnishes data that, if used 
wisely and judiciously, greatly expand the 
opportunities of the manager. 

Cost accounting at best can be only a 
tool of management. The skill with which 
the tool is used is the deciding factor in 
dealing with pricing situations. It is the 
“man” in “man-agement” that is the truly 
important factor. 


PROFESSIONAL ACCOUNTING 
EDUCATION 


C. A. Mover 


any similarities between this paper 

and others of similar titles are not 
purely coincidental. Without shame I have 
used opinions of others on this subject, if 
I agreed with them. I have talked with 
numerous people about training for pro- 
fessional accounting and have gladly ac- 
cepted suggestions they have made, if I 
agreed with them. If I disagreed with their 
suggestions, I have tactfully but cheerfully 
rejected them. Incidentally, I have tried 
to inject a few of my own ideas here and 
there. 

There might be some question as to 
what is meant by a professional account- 
ant. It seems to me that the term “ac- 
countant”’ has always been used too loosely 
and with various meanings, depending 
upon who uses it. Some of those who claim 
to be, and who are often spoken of as, ac- 
countants are the street-corner fly-by- 


| ees of all, I should like to say that 


night income tax advisers, bookkeepers in - 


small business establishments, cost clerks, 
voucher clerks, cashiers, comptrollers, 
internal auditors, temporary junior assist- 
ants, state and Federal examiners, ac- 
counting instructors, and college graduates 
who have majored in accounting. Obvi- 
ously many of these should not be classed 
as accountants. 

Similarly the term ‘professional ac- 
countant”’ has been subjected to consider- 
able misuse. It seems reasonable to as- 
sume that professional accounting means 
only public accounting and excludes en- 
tirely the private field. It follows, then, 
that a professional accountant is one who 
has his own public accounting practice or 
who holds a responsible position with a 
firm engaged in public accounting. 

Since we are concerned with postwar 
education in accounting as it relates to 
preparation for a professional accounting 
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career, there seems to be some implication 


‘that postwar requirements will be different 


from prewar requirements, or, stated dif- 
ferently, that prewar education for pro- 
fessional accounting may not prove to be 
suitable as postwar training for the pro- 
spective professional accountant. 

It is true, of course, that in the imme- 
diate postwar period all educational insti- 
tutions will be faced with problems relating 
to refresher courses, accelerated programs, 
special problems of returning veterans, 
and other problems of a similar nature. 
These are relatively minor items, however, 
compared with the larger one of proper 
training for professional accounting work 
in the postwar period. 

Those engaged in public accounting to- 
day have had various types of education. 
It is true that many successful professional 
accountants have learned accounting 
through practice and self-study alone; for 
others high school bookkeeping or bus- 
iness college training has provided their 
original technical background; some have 
attended night classes or taken corre- 
spondence work; some are college gradu- 
ates; and some have received postgraduate 
degrees from colleges. However, even be- 
fore the war the accounting profession had 
grown so rapidly that the supply of self- 
made accountants who had the energy and 
initiative to prepare themselves was in- 
sufficient to meet the needs of the profes- 
sion, and as a result more and more de- 
pendence was placed upon colleges to sup- 
ply persons who might eventually be 
given responsible positions. During this 
same period many of the various states 
increased educational requirements for 
those admitted to the CPA examination. 

During the war it has been necessary 
for accounting firms to employ many per- 
sons who have had little formal accounting 
training. Some of these employees have 
proven very satisfactory, but judging by 
the remarks often made by practicing ac- 


countants, they will be glad to have col- 
lege graduates available again. 

Educational institutions can, and in my 
opinion do, perform a valuable service for 
the profession, but it should be recognized 
that certain involuntary limitations are 
present. Some of these are: 

1. It is often necessary to teach arith- 
metic, grammar, and other subject matter 
that was not adequately covered in gram- 
mar school or high school. As a result, 
much time must be consumed in teaching 
material of high school level instead of that 
of college level. 

No immediate solution of this problem 
seems likely, but some improvement is 
being made by raising the standards for 
high school graduation and by more ade- 
quate counseling for high school students 
who intend to continue their education. 
Colleges are also paying more attention to 
entrance requirements. 

2. Educational institutions should not 
be expected to teach students the office de- 
tails and the minute procedures followed 
by individual accounting firms. The ac- 
counting firms themselves can do a much 
better job of this. In recent years many 
public accounting firms have instituted 
training courses in which such matters are 
discussed. In my opinion this is a very 
commendable innovation and is a function 
which properly belongs in the accounting 
firm and not in an educational institution. 

3. Although actual auditing experience 
can be simulated to some extent in formal 
courses, these courses do not fully provide 
the type of training derived from actual 
practice. 

The auditing firms have cooperated very 
well in recent years in overcoming this 
deficiency also. Many have hired students 
for one or more terms in their junior or 
senior years in order to give them some 
practice before graduation. This arrange- 
ment has proved very desirable from the 
point of view of the students and the insti- 


con- 
nter 

itself | 
ts in- 
ating 
most 
the | 
nent, 
used 
d the | 
nly a | 
which 
or in | 
s the | 
truly 
{ 


184 The Accounting Review 


tution, and it is to be hoped that profes- 
sional accountants have found it worth 
while. It has provided students with em- 
ployment during a vacation period, has 
given them a chance to try public account- 
ing work, has made them more serious 
students, and has given them a period of 
internship. 

4. Probably the most serious limitation 
is the fact that four years is too short a 
period for a professional accounting cur- 
riculum. Most of us will agree with this 
statement made by Edward B. Wilcox, 
‘Mastery of auditing, accounting, and an 
adequate background of law is no small 
task. Include taxes and the job is multi- 
plied, but even that is only the beginning. 
The public accountant should know eco- 
nomics and finance, insurance, manufac- 
turing, and trade practices in many fields. 
He will find use for an understanding of 
the physical sciences, and even of the arts, 
geography, history, and literature. I re- 
member that one of the earliest things I 
was ever told by a senior in the profession 
was that there was no scrap of knowledge 
or experience that would not, sooner or 
later, be useful to an accountant. His edu- 
cation is never finished.”* 

Colleges and universities have attempted 
to teach students in the accounting curric- 
ulum both general and technical subjects 
in what teachers considered the proper 
proportion, so that the students would 
have some knowledge of auditing, ac- 
counting, business law, economics, finance, 
one or more of the physical sciences, the 
social sciences, composition, and some of 
the other subjects mentioned above. How- 
ever, one should not reasonably expect a 
high school graduate of seventeen or 
eighteen years of age to become a profes- 
sional accountant after four years of col- 
lege training. We can only hope that he has 


1 Wilcox, Edward B., “Qualifications for a Profes- 
A Career,” ACCOUNTING REVIEW, January, 1944, 
p. 5. 


been given a knowledge of fundamentals 
and a breadth of vision which will enable 
him, after additional, continuous study, 
and after acquisition of additional training 
through practical experience, to develop 
into a professional accountant. 

5. When students begin study as fresh- 
men in a college of commerce they usually 
do not know what their major course of 
study will be. They make that decision 
after they have had several different sub- 
jects and have given considerable thought 
to the matter. Very few freshmen know 
when they enter a university that they 
intend to go into professional accounting. 
Accordingly, the program must be planned 
in such a way that they may make their 
choice at a later time and not be unduly 
penalized. 

Accounting is different from many other 
fields of study in this respect. Several 
courses must be taken in sequence before 
two or more courses can be taken concur- 
rently. It is neither feasible nor practical 
for an individual to concentrate the neces- 
sary accounting subjects in a one- or two- 
year period. Because of the sequence of 
subject matter, a much longer period is 
desirable. In order partially to meet this 
condition, the University of Illinois and 
many other schools require accounting in 
the freshman and sophomore years. In this 
way all commerce students are given some 
accounting training, and those who elect 
to continue in the subject have had the 
necessary preparation for advanced 
courses, and know what to expect. 

6. Unfortunately, many accounting ma- 
jors do not know until they accept their first 
employment whether they are going into 
public accounting or into private account- 
ing. Perhaps the use of aptitude tests will 
furnish a partial solution to this problem. 

7. There is always a danger of over- 
specialization or underspecialization. Oc- 
casionally employers request graduates of 
a liberal arts college instead of a college of 
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commerce. In these cases it may be that 
the eraployer was a liberal arts graduate 
himself, or he may have had some unfor- 
tunate experiences, perhaps with indivi- 
duals who had studied only accounting 
and-none of the other technical and general 
subjects, or with some commerce graduates 
whose scholarship was barely enough to 
warrant a degree. 

At the undergraduate level, educational 
institutions should not be expected to train 
students as specialists in auditing in public 
utility systems, or in wholesale grocery ac- 
counting. Such students would be over- 
specialized in that they would be omitting 
many subjects which should be included in 
the four-year curriculum. 

On the other hand, if they did not have 
about 30 or more credit hours in account- 
ancy subjects, then according to standards 
which have been more or less accepted in 
Midwestern universities, they would not 
have had sufficient accounting training to 
warrant a degree in accounting. Educators 
are continually faced with the problem of 
achieving a proper balance between ac- 
counting and other subjects. 

There are other difficulties which uni- 
versities must face in preparing a profes- 
sional accounting curriculum, but those 
mentioned above are probably sufficiently 
large to illustrate the fact that many fac- 
tors must be taken into account. 

The program of a typical graduate of 
the. University of Illinois would contain 
about 32 semester hours of accountancy, 
24 semester hours of business economics, 
business administration, business law, etc., 
17 hours of social economics, 15 hours of 
social sciences, 13 hours of mathematics 
and physical sciences, 11 hours of foreign 
language or English literature, and 13 
hours of rhetoric, speech, and English 
composition. These subjects would seem 
to provide a reasonably adequate prepara- 
tion for students who desire to enter the 
professional accounting field. 


It is to be expected that some changes 
will be made in the accountancy curricu- 
lums of the various schools in the postwar 
period. Any curriculum should be flexible 
enough to refiect the chanes in the nature 
of the functions and duties of men in the 
profession. 

Judging from the trend of the past dec- 
ade, one might think that a large part of 
the work should be devoted to a study of 
government ageneies and of government 
regulations. Perhaps it is only wishful 
thinking, but it seems reasonable to as- 
sume that government restrictions and 
government bureaus will be reduced in the 
postwar period—at least sufficiently to 
eliminate the many overlapping agencies, 
the bureaus which presumably have been 
originated because of wartime emergen- 
cies, and the multitude of questionnaires 
and report forms. 

The use of bookkeeping, payroll, and 
accounting machines was increasing rap- 
idly before the war, and has been given 
some impetus by the necessity of making 
various payroll deductions. Such machines 
have beén used in many cases in which the 
size of the business and the number of 
transactions did not justify their adoption. 
It seems reasonable to assume that a col- 
lege graduate in accounting should have 
some instruction in the purposes and 
adaptability of machines and their effect 
on auditing procedures. 

Frequently one hears the statement 
made by industrialists that public ac- 
countants are not so familiar: with cost ac- 
counting as might be expected. The larger 
schools have had courses in standard costs, 
budgeting, and advanced cost accounting 
for some time, and it seems likely that the 
medium-sized schools and the smaller 
schools will devote more attention to cost 
accounting in the future. Public account- 
ants can perform many valuable services 
to clients in cost installations, cost systems 
and budget analysis. 
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It was pointed out earlier than an under- 
graduate should not overspecialize, be- 
cause there is not enough time for such 
study in a four-year program. It is true 
that a public accountant’s “education is 
never finished.” He should consider his 
four-year course as just the beginning, and 
should plan some way to continue his for- 
mal education, as well as to keep up-to- 
date on legal decisions, pamphlets of the 
American Institute committees, current 
literature, and tax developments. Even 
after he has secured a CPA certificate, he 
should not relax in his efforts to increase 
his knowledge and extend his education. 
As he is becoming established in public ac- 
counting, there is much to commend a 
conscious effort to specialize in some par- 
ticular part of the accounting field. 

Income tax specialization is the first 
specialized field that suggests itself to most 
people, but of course there are many 
others, such as system installations, audits 
of retail concerns, governmental auditing 
(including cities, schools, counties, etc.), 
hospital accounting installations and au- 
diting, public utility auditing, internal con- 
trols, college and university auditing, cost 
auditing, and many others. Training for 
such specialization can come from addi- 
tional self-study, from postgraduate work, 
from correspondence courses and night 
classes, and from study programs arranged 
by public accounting firms for their staff 
members. As the profession of accounting 
has grown, and as its problems have be- 
come more complex, the need for special- 
ization has become more apparent. If the 
need for specialists in the public account- 
ing field is a real need, then educational 
programs will be developed which will 
meet that need. Early specialization, how- 
ever, is highly inadvisable. 

I have not mentioned the personal 
qualities necessary for a successful profes- 
sional accountant because they do not 
seem to relate so directly to my subject as 


to aptitude testing. Nor did I mention 
that professional accounting education 
should teach students to reason logically, 
to be tactful and tolerant, to be thorough, 
to be ethical, and to be familiar at al] 
times with the new literature and the prog- 
ress of the profession. These things I have 
assumed would be taken for granted. 

In conclusion, then, I should like to say 
that colleges and universities are attempt- 
ing to serve the public by providing the 
type of education necessary to supply well- 
trained citizens who will fill a proper place 
in our society. In their accounting work, 
it is their desire to carry on a program 
which will serve the profession. I have been 
surprised and perplexed at the antagonistic 
tone of occasional articles by both practi- 
tioners and educators. Mutual under- 
standing is desirable. The profession looks 
to the educational institutions for the stock 
from which most of the future professional 
accountants will come. The educational 
institutions are training people for ac- 
counting careers and look to the public 
accountants for employment for many of 
their graduates. Thus the practitioner and 
the educator have mutual interests. Close 
cooperation should be beneficial to both. 
In my opinion great strides have been 
taken in this direction in the past decade. 
I have seen at the University of Llinois, 
as probably most of you have seen at other 
schools, visible evidence of valuable bene- 
fits accruing to both the profession and the 
educational institution as a result of this 
continuing contact. 

In the postwar period no one should 
lose sight of the fact that educational insti- 
tutions want to serve the profession in pro- 
viding adequate preparation for an ac- 
counting career; teachers are anxious to 
work with men in the profession in solving 
mutual problems which will arise; and 
men of experience, I am sure, will have 
valuable suggestions to offer for the im- 
provement of education. 
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INTERNSHIP TRAINING IN ACCOUNTING 


HERBERT E. MILLER 


NTERNSHIP programs are so well estab- 

lished in some of the professions that 

it is probably unnecessary to devote 
any effort to the definition of terms. Very 
broadly, I look upon internship training 
in accounting as an arrangement which 
enables the accounting student to achieve 
some degree of blending of experience with 
classroom training. This is in contrast with 
the more usual situation in which the class- 
room environment precedes an exposure to 
accounting practice. 

Accounting internships, in the sense used 
here, are not a recent development. For 
some time now, a number of schools have 
had established programs which permit, 
and even encourage, accounting majors to 
spend some time with an accounting firm 
before obtaining their college degrees. In 
some instances industrial firms are in- 
cluded in this type of arrangement. In 
fact, there are many variations of intern- 
ship programs. 

The topic is justified, in my opinion, not 
from its newness, but because its full po- 
tentialities are yet to be realized. As ac- 
counting firms, corporations, and colleges 
continue to experiment with and expand 
this type of program, advantages as yet 
unrecognized will likely appear. In setting 
forth some of the prospective benefits ob- 
tainable from internship training in ac- 
counting, most of the discussion will refer 
to public accounting firms. This emphasis 
is adopted for convenience, in that many 
of the features are similar whether the 
cooperating employer is an accounting firm 
or a corporation, and because most of my 
experience with this topic relates to public 
accounting firms. 

From the point of view of the student, 
f have the feeling that generally the most 
important benefits likely to accrue from 


an internship experience may not be those 
from the subject of accounting in its more 
narrow sense. For instance, for many a 
student the experiences encountered in the 
one or more personal interviews preceding 
his temporary employment are quite a 
contribution to his development. The 
related matters of meeting with a situa- 
tion wherein he must express himself well, 
appraise alternative opportunities, and 
come to a decision often demonstrate some 
of the greatest weaknesses of the college 
graduate. The chance to have a preview of 
these things before graduation is most 
fortunate. Similarly, the new environment 
and new personalities which are associated 
with internships stimulate and help to 
mature the student. 

Another feature which should nct be 
overlooked is that internships provide the 
trainee with an opportunity to appraise the 
accounting profession, at least to some ex- 
tent, and thus assist him in the selection of 
the kind of accounting work which will be 
most to his liking. Also, they provide ac- 
counting majors with a chance to establish 
a good performance record outside the 
classroom. In addition to earning a favor- 
able letter of recommendation, or possibly 
securing an offer of a position upon gradua- 
tion, many students are benefited through 
the opportunity which this experience 
gives them to prove, or to reappraise to 
their own satisfaction, their philosophy on 
the importance or meaning of classroom 
grades. Although the latter point may 
seem somewhat remote, I have listened to 
so many students rationalizing on the sub- 
ject of grade-point averages that it has im- 
pressed me as being of some significance. 

The limited duration of most accounting 
internships restricts the extent to which 
the application of accounting conventions 
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can be demonstrated to the trainee. Actu- 
ally, this possibility varies with the nature 
of the assignments and the attitude of the 
in-charge accountant. Nevertheless, as I 
have heard Professor Winter state before 
the American Accounting Association, 
there are some phases of the subject mat- 
ter of accounting which cannot be handled 
effectively in the classroom.’ It requires 
practical experience to. put some account- 
ing matters across to the young account- 
ant, and a good time to start to close these 
gaps is during the student’s college days. 

The above points emphasize my feeling 
that, from the point of view of the student, 
the most important benefits are not di- 
rectly associated with the subject of ac- 
counting. To be sure, the exposure to prac- 
tical experience often intensifies a student’s 
interest in the study of accounting. But 
more significant for the embryo accountant 
are those features of internship training 
which relate to his general development. 

Up to this point, the emphasis has been 
upon several of the potential benefits 
which the student participant may expect 
from an internship program. Under a dif- 
ferent approach, the same features can be 
described as the contributions which the 
cooperating accounting firms or corpora- 
tions make under such a program. And al- 
though I think it is accurate to trace the 
source of the above benefits to the em- 
ployer side of the arrangement, the pres- 
entation would be unbalanced unless it 
were recognized that this side can also ex- 
pect to secure some return from its par- 
ticipation. 

In the case of an accounting firm, some 
of the attractive features are obvious. 
Since most of the internship programs are 
planned to coincide with the winter season, 
a share of the temporary staff can be re- 
cruited from this field. During this short 
interval, employers are often able to dis- 


1 “What is Proper Training for Accountants?” S. G. 
Winter, Accountinc REview, June, 1941. 


cover and secure a commitment from the 
students they find to be outstanding ac. 
cording to their standards. 

Perhaps the periodic addition of a num. 
ber of students to the staff of an account: 
ing firm may provide some kind of stim. 
ulus to the younger staff members. In 
many instances, men with experience dis- 
cover new ideas when they are faced 
with the problem of explaining the whys 
and wherefores of the various audit pro- 
cedures entrusted to the junior accountant, 

There are many other ramifications of 
these programs which offer a return to the 
accounting firm for the contributions it 
makes under an internship bargain. One, 
which I consider very important from a 
long-range point of view, but which may 
not be as generally recognized as others, 
is the opportunity an accounting firm has 
to project and make known its personnel 
policy to a generally attractive source of 
supply of prospective professional account- 
ants. Putting the point in somewhat un- 
professional language, through their tem- 
porary student employees accounting firms 
have an excellent channel or device by 
which to “advertise” for “top quality” 
junior accountants. 

For instance, at the University of Minne- 
sota, during normal times, when the stu- 
dents are back on the campus after their 
winter’s excursion into the field of practice, 
Beta Alpha Psi fraternity usually sched- 
ules a dinner meeting and extends an in- 
vitation to all accounting students. The 
evening’s program is devoted to short talks 
by students who have spént the winter 
quarter in public accounting work. The 
talks typically deal with the kind and 
variety of work encountered during the 
past season. But after the meeting, and be 
tween classes for a number of weeks there 
after, a very thorough process of com- 
parison and evaluation of the several ac 
counting firms takes place—all from the 
limited point of view of the student and om 
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grounds which the prospective junior ac- 
countant considers relevant. As a result, 
each accounting firm acquires a reputation 
which is handed on to the succeeding gen- 
erations of students. Generally, therefore, 
students approach their internship period 
with preferences of varying degrees toward 
one or more accounting firms. It is con- 
ceivable that this process can be beneficial 
to an accounting firm in that it may im- 
prove its selection of students. 

From an over-all point of view, it is 
evident that accounting firms may reap 
considerable indirect return from the inter- 
est in public accounting which internship 
programs generate. Many students have 
no conception of the nature of the account- 
ing profession—which is usually not the 
case of students of other professions. The 
campus contact with students who have 
had some experience in public accounting 
is often the reason why some of the 
younger accounting students become in- 
terested in public accounting. Without 
that interest, the important problem of 
securing junior staff personnel of high 
quality might be even more difficult. 

In a discussion of this topic, it seems ap- 
propriate to‘inquire whether faculty mem- 
bers experience any effects from such a 
program. Perhaps my reactions are not 
typical, but I confess that as the time ap- 
proaches for each class to make prepara- 
tions for its winter season of accounting 
practice, I acquire a desire to “go along.” 
On those occasions when I have gone 
along, I have noted many of the features 
discussed earlier in connection with the 
student side of the question. The new en- 
vironment, new personalities, new prob- 
lems, etc., deepen my interest in account- 
ing. When I return to the classroom I feel 
less incompetent in the business of pre- 
paring our students to become account- 
ants. I should think that an occasional 
foray into practice would be good for most 
junior faculty members. 
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There is, however, another way in which 
the faculty may feel some influence from 
these programs. A class composed of stu- 
dents who have had one or more seasons of 
accounting experience may ifdirectly im- 
prove the quality and level of advanced 
courses in accounting because they may be 
more interested and capable, and because 
their background may stimulate the: in- 
structor to greater effort. 

The fact that the topic under discussion 
concerns matters of opinion is particularly 
evident when an attempt is made to sug- 
gest the direction of further developments 
in internship programs. At Minnesota, a 
student who elects to spend a season in 
practice continues to be registered in the 
School of Business Administration. Three 
hours of credit are granted upon the pres- 
entation of an acceptable written report 
summarizing his accounting experience. I 
know it is the feeling of Professor Heilman 
that keeping the student registered and 
permitting him to earn credit toward a 
degree is a desirable policy; and further, 
that it might prove worth while if this 
phase of internship training in accounting 
were gradually amplified until both the 
student and the employer would submit re- 
ports upon the completion of a training pe- 
riod. For example, the student’s report 
might embrace such topics as the kind of 
work performed, the supervision received, 
the types of business covered, and perhaps 
an outline of one audit. A report from the 
employer appraising the success of the stu- 
dent, with some estimate of his capacity to 
work with accuracy, speed, neatness; im- 
agination, etc., perhaps including mention 
of specific weaknesses, could become part 
of his college record and be used in assist- 
ing the student to improve and in counsel- 
ing him on matters of employment. 

In general, I think it would prove worth 
while to extend the time allotted to the 
process of experience-gathering during the 
college training period. That is, both the 
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student and the employer might benefit if 
the training period aggregated six months 
to one year, provided it were divided into 
more than one session. It seems desirable 
to limit the length of time a student is 
away from the campus for a continuous 
period in order not to interject too great a 
time gap between the various sequence 
courses. But from an over-all point of view, 
two to four three-month periods do not 
seem too long if it is accepted that account- 
ing is a profession needing a high degree of 
technical training. 

The policy of the Minneapolis office of 
one of the national accounting firms pro- 
vides an example which lends some sup- 
port to this line of development. It is the 
practice of that office to select for tempo- 
rary employment one or more university 
juniors who have had some course work be- 
yond the level of principles. If these stu- 
dents show promise, they may return to 
the firm for further experience before re- 
ceiving their college degrees. In this way 
some of our students are able to graduate 
with as much as six to nine months of 
public accounting experience behind them. 
Of course, this plan postpones graduation 
to some extent, but if the student enters 
public accounting after graduation he has 
the satisfaction of joining the staff with 
many of the preliminary hurdles behind 
him. Both the resident manager and the 
director of personnel who initiated this 
program have on several occasions ex- 
pressed their satisfaction with the results 
achieved and have indicated a willingness 
to experiment further with students who 
have had no training in advanced account- 
ing courses at the time of their first con- 
nection with the firm. 

On the question of the role of corpora- 
tions in internship training in accounting, 
I think it is reasonable to anticipate an in- 
creasing amount of participation from this 
course. In this situation, however, possibly 
a@ process of rotation can be achieved 


whereby a corporation may have at all 
times one or more students temporarily 
employed either in its cost department or 
on the general books. There is somé likeli- 
hood that corporate accounting organiza- 
tions might find their accounting person- 
nel doing more creative thinking under the 
stimulus of a stream of curious, fledgling 
accountants. 

It must be quite obvious that I am more 
than sympathetic with internship training 
in accounting. Naturally, there are some 
disadvantages, but in my opinion they are 
completely overshadowed by the advan- 
tages which can be obtained. I think intern- 
ship programs are perfectly compatible 
with the continuing growth of the account- 
ing profession. It may be relevant at this 
point to inquire whether a sort of obverse 
process might not be equally compatible 
with the continuing growth of the account- 
ing profession. If it is sensible to blend ex- 
perience with formal education, gradually 
introducing thé element of experience, then 
a reasonable case can be constructed for 
building a program on that basis. It would 
be worth while to all parties if accounting 
organizations established such programs 
for this would encourage staff men and 
women to proceed, on a reduced scale, 
with postgraduate work designed to de- 
velop further their capacity to think crea- 
tively. It would be a way of blending the 
acquisition of additional broad educational 
background with practical experience. 

(The task of accounting for the business 
activities of our modern corporations is as 
complicated as it is crucial. As our business 
structure becomes increasingly complex, 
the special and often competing interests 
of investors, management, labor, and gov- 
ernment almost surely will place increas- 
ing demands upon accountingfEach group 
will seek objective, impartial evidence 
upon the progress .of various business 
units, as well as particular industries, as 4 
basis for the formulation of decisions. Un- 


der 
well 
fore 
req 
bilit 
me 
sive 
nica 
nica 
uis 
| wo 
4 
3 tio 
wi 
th 
su 
te 
of 
fe 
es 
sh 
e 
el 
b 
a 
t 


t all 
arily 
nt or 
ikeli- 
niza- 
‘son- 
r the 
gling 


nore 
ning 
some 
y are 
van- 
tern- 
tible 
unt- 
this 
rerse 
tible 
unt- 
ex- 
lally 
then 
| for 
ould 
ting 
ams 
and 
cale, 
de- 
rea- 
the 
onal 


ness 
is as 
ness 
ests 
ZOV- 
eas- 
oup 
nce 
ness 
as 
Un- 


der such circumstances, accounting may 
well attain the status of a distinct social 
force. To insure the degree of development 
required to meet these expanded responsi- 
bilities, the accounting profession needs 
men and women not only with an exten- 
sive background in experience and tech- 
nical training, but with a broad, nontech- 
nical educational background as well. If 
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the topic of internship training in account- 
ing can be stretched to this limit, I should 
like to see it embrace both the gradual 
merging of experience with education up 
to the level of a bachelor’s degree, and a 
continuation, on a moderate or seasonal 
scale, of course work into the graduate 
school level. 


EDUCATIONAL PREREQUISITES FOR 
THE CERTIFICATE 


Tuomas W. LELAND 


unfortunately stated as “Education 

vs. Practical Experience as a Prereq- 
uisite for the CPA Examination.” The 
word “and” should be substituted for the 
“ys,” thus avoiding an inference of funda- 
mental conflict as to essential qualifica- 
tions. Education and experience, together 
with other requirements of maturity, 
moral character, and success in passing 
the examination, are supplemental and 
supporting elements for testing compe- 
tency to serve the public in the profession 
of accountancy. There may be minor dif- 
ferences in opinion concerning detail in 
establishing legal prerequisites but there 
should be no differences concerning their 
essentiality. 

Accountancy is a career for educated 
men. As public accountants they enter 
upon a broad professional service which 
embodies a high degree of social responsi- 
bility. In common with other profession- 
possessing such characteristics, account- 
ancy must attract and hold men with both 
technical and liberal education. A high 
standard of technical education gives them 
knowledge and skill in their professional 
tasks. A good liberal education gives them 


Ts: GENERAL topic for discussion is 


knowledge of fields of learning other than 
their own and provides a true understand- 
ing of all those elements which make for 
complete and superior living. If these 
statements are true, the basic question is 
not: Shall we have educational prereq- 
uisites for the examination? but How 
much shall we require in CPA laws and 
state board regulations? 

A survey of state accountancy laws and 
regulations indicates high school gradua- 
tion or the equivalent to be the acceptable 
educational prerequisite for the examina- 
tion in all but a few states. A number of 
states follow the wording of the 1936 
Model CPA Bill and specify a high school 
with a four-year course. 

The profession should be concerned over 
the cultural lag evidenced in the slowness 
to secure legislative provisions for adequate 
educational standards. Not even the pio- 
neer accountants in practice when the 
first laws were passed would contend that 
a high school education or its equivalent 
constitutes an acceptable education for 
public accountants, Justification for that 
low standard in the early laws lay in the 
small number of high school graduates— 
only 22,575 in 1900—and the concentra- 
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tion of college men in those days on studies 
for other professions, principally law and 
medicine. 

Since 1900 we have had a tremendous 
increase in both secondary school and 
collegiate enrollment. For normal data we 
can take 1938 figures. In that year 509 in- 
stitutions had a full-time attendance of 
768,117 college students. In the same year 
there were 147,407 students enrolled in 
Arts and Sciences and 23,485 in Com- 
merce. These two groups of students, 
numbering more than 170,000, should pro- 
vide sufficient graduates from which to 
draw the right type of college men for pub- 
lic accounting. 

The best minds in the high school 
graduating classes may be reasonably as- 
sumed to be found in the large groups 
drawn to the colleges. They are attracted 
to the legal and medical professions be- 
cause of their established educational 
standards, and in the case of the medical 
profession by reason of the careful and 
thorough processes established for select- 
ing medical students. Accountancy should 
seek legislation to provide standards com- 
parable with those of these two professions. 

The Council of the American Institute 
of Accountants has officially recognized 
the need for higher educational standards. 
In 1937 it passed a resolution with the fol- 
lowing content: 


1. The Council expressed favor for the highest 
practical standards for preliminary educa- 
tion, similar to those generally in effect in 
other professions, such as law and medicine. 

2. The most desirable standards were stated 
to be completion of a full course in a college 
of liberal arts plus graduate work in courses 
designed to train students for public ac- 
countancy. 

3. The Council regarded with favor the estab- 
lishment of collegiate courses designed to 
train students for public accounting prac- 
tice and approved in principle the sugges- 
tions of the committee on education as to 
the cultural and professional subjects to be 
covered in such courses. 


4. The Council instructed the committee on 
education to develop, in cooperation with 
educational bodies, minimum standards of 
curricula, finances, library, faculty, and 
equipment, by which the Council might 
judge whether or not the courses in a given 
educational institution meet with its ap- 
proval. 

5. The Council opposed rigid requirements 
that might prevent a capable and experi- 
enced public accountant, otherwise quali- 
fied, from becoming a certified public ac- 
countant. The Council recorded its opinion 
that the certified public accountant certifi- 
cate should be available to candidates lack- 
ing formal education who meet high 
standards of apprenticeship training. 

6. The Council favored gradual requirement of 
additional experience in cases of applicants 
for the certified public accountant certifi- 
cate who have not concluded satisfactory 
courses in accountancy of collegiate grade. 


The requirement of graduation from a 
high school with a four-year course, or an 
equivalent education, is retained in the pro- 
posed drafts of two new model bills under 
consideration by the legislative committee 
of the Institute. The proposed bills provide 
that graduation from an equivalent insti- 
tution of a foreign country shall be accept- 
able as another alternative, but I question 
the need for this alternative if we have one 
accepting an education equivalent to high 
school graduation. The new model bills 
give recognition to the desirability of a 
college education. This is accomplished by 
a provision that a graduate of a college 
recognized by a state board may be grant- 
ed one year’s credit toward fulfillment of 
the three-year public practice requirement. 

In a considerable number of states col- 
lege education is acceptable as a substitute 
for all or a part of the experience require- 
ment. There are many different provisions 
covering the type of collegiate training, 
the required years of study, and the extent 
of the substitutes permitted. A few illus- 
trations follow: 

Arizona accepts completion of a course 
of study in college or correspondence 
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school leading to a bachelor’s degree, or 
the equivalent, for the full experience re- 
quirement. 

Colorado since 1913 has accepted suffi- 
cient technical education in accountancy 
for two years of a three-year practice re- 
quirement. Pennyslvania and Kansas have 
a similar substitution for completion of a 
four-year course of study in a recognized 
college or university. 

Connecticut accepts a two-year resi- 
dence course in accounting in lieu of one 
year of a five-year requirement of expe- 
rience. 

Maryland accepts a two-year course in 
a school of accountancy for the full two- 
year requirement. 

Michigan gives experience credit for 
sufficient technical education. The credit 
is for one year toward a four-year require- 
ment of continuous practice of public ac- 
counting immediately preceding the exam- 
ination. 

North Carolina allows credit of one 
year of experience for completion of a 
four-year course with a prescribed content 
of hours in accounting and related sub- 
jects. 

In Illinois, since 1943, there has been a 
legal provision for the substitution of two 
years of college education in lieu of one of 
the three required years’ experience or 
four years of college education in lieu of 
two years’ experience. 

In a few states college education is made 
an absolute requirement either in the law 
or in the rules of state boards pursuant to 
legal provisions contained in state ac- 
countancy acts. 

New York was the first state to require 
candidates to be college graduates with a 
major in schools of accounting registered 
with the Board of Regents. Candidates 
admitted to its examinations must show 
completion of all of the prescribed three 
years’ experience. The student’s courses 
must have included: 
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24 hours in accounting 
8 hours each of business law and finance 
6 hours of economics. 


California, beginning with January 1, 
1944, requires two years of college study. 

The New Jersey law requires a certifi- 
cate of necessary preliminary education. 
It permits the State Board to adopt rules 
and regulations for the examination and 
registration of applicants desiring to prac- 
tice the profession. The State Board re- 
quires, since January 1, 1944, the comple- 
tion of a program of study of accountancy. 

Through a state board regulation, Kan- 
sas requires the completion of two years of 
college work or its equivalent for admission 
to examination. 

The new Illinois law has provisions for a 
gradual increase in educational require- 
ments. In the third, fourth, and fifth 
years after enactment of the law, it re- 
quires at least sixteen hours of university 
work in accounting. In the seventh and 
succeeding years it will require thirty 
semester hours of accountancy, economics, 
finance, and business law, of which twenty 
must be accounting. 

The foregoing survey of state legislative 
requirements relating to educational quali- 
fications has indicated a trend toward 
higher standards than high school gradua- 
tion. A resolution by the Council of the 
Institute and the embodiment of a higher 
standard in the proposed model bills 
would do much to encourage such legisla- 
tion. In view of the 1937 resolution of the 
Council it appears that the next step might 
be to encourage legislative provision for a 
progressive requirement of college educa- 
tion without designation as to the type of 
study. Such a requirement might specify 
two years of college study for the fourth to 
sixth year after enactment of the legisla- 
tion, and college graduation after a lapse of 
six years. The suggested delay in the effec- 
tive date of the requirement and the pro- 
gressive provision as to the amount of col- 
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lege education would avoid injustice to 
noncertified persons who have entered 
public practice without the proposed re- 
quirement. The suggestion would apply 
only to legislation for states not having a 
similar or a higher standard. This is a per- 
sonal suggestion and there has been no ex- 
pression of opinion concerning it from the 
officials or members of the Institute staff. 
The above suggestion for a college re- 
quirement without specification of content 
in accounting and related subjects is made 
in order to keep the profession open to de- 
sirable recruits who in college studied in 
liberal arts and other fields. It is well 
known that many college graduates en- 
gage in work other than that for which 
they trained. There is a considerable num- 
ber of college students who prefer a college 
course in liberal arts rather than one in 
business or accounting. They plan to ob- 
tain their specialized technical education 
from graduate study, night schools, corre- 
spondence courses, home study, and ex- 
perience. 
Looking at this question of desirable 
education from the standpoint of employ- 
ers, we find many accounting practition- 
ers who prefer employees with a liberal 


arts background: Some of these employers 
have stated that philosophy, history, 
language, sociology, and physical science 
are useful to accountants in their work. 
Others have pointed out that emphasis on 
business and accounting courses in college 
frequently precludes an adequate program 
of cultural training. Accountancy needs 
men with varied talents and varied educa- 
tional programs. It is also apparent that 
some accounting firms may require a few 
specialists in mathematics, statistics, Eng- 
lish, economics, and possibly certain tech- 
nical fields other than accounting. 

There are a considerable number of out- 
standing schools of business, and there is 
no question as to the advantage of college 
study of accounting and the related sub- 
jects of business law, economics, finance, 
and business. Especially is this true if the 
specialized study is preceded by a two- 
year study of liberal arts. Practitioners 
would do well to have a substantial propor- 
tion of their employees with this kind of 
technical training. The profession, by care- 
fully selecting college-trained men, has a 
means of controlling standards which is 
more effective than legislative require- 
ments alone. 


RESTRICTION WOULD STRENGTHEN 
THE PROFESSION 


J. Hore 


derstanding, may I state at the very 

outset that I honestly believe our pro- 
fession would be strengthened and the 
public interest would be better served, if 
all persons who present themselves as 
practitioners of public accountancy would 
be required by law, first to demonstrate 
their professional abilities and then to act 
in accordance with recognized standards 
of practice. 


[' ORDER that there may be no misun- 


Accountancy is not an exact science. 
There are no set rules or formulae which 
can be used as a guide by the untrained. 
It follows, then, that the public accepts 
the practitioner of public accountancy in 
good faith as one properly qualified to 
render a specialized service, important to 
the welfare of business and, consequently, 
to the general public. 

In Connecticut, as no doubt in other 
states, attorneys-at-law, architects, auc- 


tioneers, beauticians, chiropodists, chiro- 
practors, dentists, engineers, embalmers, 
midwives, optometrists, physicians, sur- 
geons, pharmacists, insurance agents, and 
many others who desire to offer their serv- 
ices to the public are first required to 
meet the qualifications established by law 
before engaging in a business or a profes- 
sional practice which vitally affects the 
public interest. It is agreed that, without 
such regulation, incompetent practitioners 
would both endanger the public welfare 
and injure the professional standing of men 
and women who are properly trained in 
these fields. In public accountancy, how- 
ever, such protection does not exist. You 
can be prosecuted for cutting hair without 
having passed an examination and secured 
a license; but your barber may, solely by 
taking thought, set himself up as a public 
accountant. I do not mean, of course, to 
disparage the trade of barbers; for we 
would be a funny looking crowd without 
their capable and regular attention. What 
Iam seeking to make clear is my concern 
that we may inadvertently forfeit our high 
standing in public esteem by failure to 
establish adequate safeguards for our pro- 
fession. 

The first public meeting to discuss ac- 
countancy regulation in the United States 
was held in New York City on March 13, 
1895. The minutes of that meeting disclose 
that a bill had been introduced in the New 
York State legislature which proposed the 
restriction of the practice of public ac- 
countancy to licensed public accountants. 
When the first CPA law in this country 
was passed in New York in the following 
year, however, all reference to practice 
restrictions had been omitted, because of 
the opposition of those who could not 
qualify. 

During the early years of need for pub- 
lic accountancy service, there may have 
been a reasonable objection to closing the 
door against trained men in private busi- 
ness who could give part of their free time 
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toward meeting the demand for public 
accountants. But no longer can there be 
fear that the public need will not be satis- 
fied if the practice of public accountancy is 
restricted to those who give it their full 
attention and are capable of rendering a 
complete service. In these later years, our 
schools have devoted their efforts to the 
training of interested students in all phases 
of accountancy. They are now doing 
splendid work in preparing a goodly sup- 
ply of competent accountants. 

During the fifty years of its recognition 
as a necessary business service, the prac- 
tice of public accountancy has grown in 
public acceptance and prestige to a point 
at which we believe that it has now 
achieved the stature of a profession. In- 
creasing numbers of men will be attracted 
to this sort of work, but if your state, like 
mine, has made no provision for regulation 
of its conduct, anyone, regardless of his 
qualifications, may engage in it. 

The right and the responsibility of 
government to regulate professional prac- 
tice that is vital to the public interest and 
the public trust is clearly recognized. The 
Supreme Court of our State of Connecti- 
cut, as far back as 1895, clearly acknowl- 
edged this responsibility. It pointed out 
that 


“‘The power to regulate the conduct of all busi- 
ness or of any particular business, even to the 
extent of prohibition, is vested in the legislature 
in the broadest terms. It may restrict the business 
by requiring large license fees or by other protec- 
tive regulations; and it may restrict the conduct 
of the business to a limited number of persons, or 
to persons possessing certain qualifications, to be 
determined by public officers to whom the ad- 
ministration of the law is given—or, in certain 
cases, to such persons as these public officers may 
select—thus treating the persons intrusted with 
the business as quasi-public officers, and authoriz- 
ing their selection on grounds of special fitness, 
similar to those applicable to the appointment of 
any state office or agent. The illustrations of such 
regulations of a business dangerous to the public 
are familiar and the cases maintaining the power 
of the legislature to establish them are too numer- 
ous to cite. If the legislature believes that fraud 
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and deception are increasingly liable to be prac- 
ticed in the conduct of any kind of business or 
of all business, it may undoubtedly require the 
persons engaging in such business to take out 
licenses on terms prescribed by law and applying 
equally to all citizens.” 


Much of the foregoing statement, taken 
from the reports of the highest court of my 
state, is offered for the purpose of support- 
ing our contention that the enactment of 
legislation of the type we propose has am- 
ple support in precedent, and that its ad- 
ministration by members of the profession 
is equally well-supported. 

Every state in the union has recognized 
the need for legislation which would estab- 
lish a class of high-grade practitioners 
through the issuance of CPA certificates. 
However, relatively few of our states have 
taken any action to prevent the practice of 
public accountancy by completely inept 
persons. 

It is very easy to understand why the 
public is not disturbed by a condition that 
has been developing in a profession which 
has been so successful in achieving a high 
place in the business world, for those who 
have been certified by the government of 
the states and who have been responsible 
for its progress have not themselves shown 
awareness that the time has come to draw 
the lines tighter against the surge of the 
great numbers who select it as their vo- 
cation even though they may not be 
equipped to render the service which the 
public expects to receive. 

It seems to me that it devolves upon us, 
who have inherited the many advantages 
which have accrued to our profession 
through the splendid contributions of those 
who have gone before us, to take cogni- 
zance now of the warning uttered by the 
sponsors of the first CPA law and make 
certain that the practice of public account- 
ancy is restricted to those who prove their 
qualifications to the satisfaction of the 
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authorities of the state in which they 
choose to do business. 

Let us examine some of the arguments 
presented by our own members who do 
not believe that it is necessary, at least at 
this time, to press for a change in existing 
conditions. 

The frankest and most outspoken objec- 
tors point out that any legislation which at- 
tempts to regulate the practice of public 
accountancy will either deprive the non- 
certified practitioners of their means of 
livelihood, or will require that we make 
provision for them through the issuance of 
permits or licenses, thereby endowing 
them with professional status and pre 
rogatives that they do not now have and to 
which they are not entitled. I maintain 
that the recognition of this group, through 
the process of registering them with a state 
board as having the right to practice pub- 
lic accountancy, gives them no privileges 
or opportunities in the conduct of their 
business that they do not now have or 
usurp. 

There are some who contend that regu- 
latory legislation is unnecessary because 
of their belief that the strength residing in 
the organizations of certified public ac- 
countants is sufficient to control and regu- 
late the entire practice of public account- 
ancy. I would meet this argument by 
warning that the number of noncertified 
public accountants in many localities is 


already reaching a point where this con- 


trol may no longer prove effective. 

It is also pleaded that the interests of the 
business public are fully protected by a 
thorough acquaintance with the differ- 
ence existing between certified public ac- 


‘ countants and those practitioners who are 


not certified. To maintain that this is true 
is, to some degree at least, a fallacy. In both 
our writings and utterances, whether they 
originate among accountants, or among 
those in business or government, you will 
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find the practice entitled ‘‘public account- 
ancy.” There is little or no attempt to 
dassify a practice of “certified public ac- 
countancy,” and it ill behooves us to pull 
ourselves into our ‘“‘certified” shell and 
ignore the possible injuries from an un- 
regulated practice to our profession and 
our public trust. 

Iam not unmindful of the genuine con- 
cern of many of our members that regula- 
tion by law may bring about attempts at 
control of the profession by government. 
If, however, we continue to maintain the 
same standard of professional integrity 
and high regard for the public welfare that 
has hitherto characterized the practice of 
our profession, we need have little to fear 
from governmental regulation. My con- 
cern is that our failure to initiate regula- 
tory legislation for the protection of the 
public from possible abuses of unregulated 
practice will in itself invite governmental 
regulation much less desirable in nature. 

It has likewise been maintained that 
any form of legal recognition of the non- 
certified practitioners through the enact- 
ment of regulatory législation would ad- 
versely affect the position of certified 
public accountants and would impair the 
profession generally. We all recognize our 
responsibility for protecting the standing 
of our profession and the need for provid- 
ing against the weakening of any part of 
its structure. It is my firm conviction that 
regulatory legislation is necessary for the 
fulfillment of that responsibility. We must 
take a long-range view of the situation. 
All proposals for the regulation of the prac- 
tice of public accountancy suggest that a 
time limit be placed on applications for 
registration by those who are not certified, 
after which time no applicant could enter 
into practice without passing the examina- 
tion prescribed for certified public ac- 
countants. This would limit the non- 
certified practitioners, now and forever, 
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to those who qualify by registering prior 
to the date fixed by law. Within one gen- 
eration after the adoption of regulatory 
legislation, none of us would be concerned 
with practitioners who were not of equal 
standing, for there would be no one who 
could offer his services as a public account- 
ant who was not properly certified. There 
would then be no question as to our full 
capacity to direct the practice of public 
accountancy entirely in the manner which 
would best serve the purposes of our asso- 
ciates and the general public welfare. I 
would even agree to the granting of CPA 
certificates to every present legitimate 
public accountant if this were the only 
means available by which we could make 
such a desirable contribution to our future 
as an integrated profession. 

The substance of this whole question is 
centered in our responsibility to the public. 
It transcends any selfish considerations or 
narrow professional interest. Whatever 
serves the public interest must be accepted 
by us as a duty in line with our responsibil- 
ity. So long as we act with this obligation 
as our incentive, we will continue to de- 
serve and enjoy the public esteem that has 
accompanied our progress to our present 
position. 

Two years ago, one of the leaders of our 
profession, speaking at the annual meeting 
of the Institute, expressed himself very 
appropriately, I believe, as follows: “It is 
essential that we keep ahead of current 
thought and legislation, that we may 
recognize new situations, and be ready to 
meet them. Our national and state or- 
ganizations must supply leadership in our 
governmental relations, and this leader- 
ship must be unselfish and objective, and 
be shaped to protect the profession and 
society as a whole and not particular or- 
ganizations or groups.” 

The author of those very fine thoughts 
was my good friend, Lewis Lilly. Maybe I 
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should not be concerned about his position 
relative to this subject of current thought 
and interest. Surely a man who believes 
that our leadership should direct its ef- 
forts toward the protection of the profes- 
sion and society as a whole, rather than 
particular organizations or groups, cannot 
fail to align himself in support of a pro- 
posal which, though it may require con- 
cessions currently that might not be too 
desirable, will build a profession in the 
future whose every member is a fully 
qualified practitioner, carefully controlled 
through regulations and rules of conduct 
prescribed by a high standard of public 
service. 

There may be some among us who be- 
lieve that we are assuming problems and 
responsibilities that we can righteously 
avoid. But it seems to me that we are con- 
fronted with a condition that we can no 
longer comfortably ignore. The fourteen 


states which have already found it desir: 
able to meet this situation by the enact- 
ment of two-class legislation have been a 
warning of things to come. The agitation 
which abounds in the current discussions 
of this problem, evidenced by the efforts 
of the Institute Committee on State Legis. 
lation to find a desirable solution in the 
form of a model bill, can no longer be con- 
sidered lightly. We cannot reject these 
calls for action. 

Let us then in our generation accept this 
challenge, even though it means that we 
will encounter the many difficulties con- 
comitant with such a drastic change as the 
regulation of practice through restrictive 
legislation. Let us work and strive with all 
the ability we possess and the strength of 
character which has been built into our 
profession to bequeath to the certified 
public accountants of the future the gra- 
cious heritage of a unified profession. 


RESTRICTIVE LEGISLATION AND ITS 
CONCOMITANTS 


Lewis LILLy 


uary 1, 1945, may mark a turning 

point from whence the licensed pro- 
fession can say, “In this year the wise 
choice was made between principle and 
expediency,” or, on the other hand, it may 
see the enactment of legislation that con- 
fers a form of state license to practice on 
large groups of individuals who have not 
been willing or able to meet the require- 
ments for the recognized and established 
certificate. In exchange for this widened 
licensing the profession would receive a 
shadowy kind of questionable protection 
against so-called “unlimited practice,” in 
the form of some sort of restrictive legisla- 
tion. 


T= LEGISLATIVE year beginning Jan- 


The agitation for two-class legislation is 
not new; some fourteen states have such 
laws now, and every year its proponents 
renew the struggle for its enactment in 
other states. In these circumstances an 
analysis of the benefits alleged to flow 
from such legislation is warranted. And, 
perhaps, just as warranted is an examina- 
tion of the dangers to be encountered and 
the injuries likely to be sustained by the 
profession, as the result of such enactment, 

The initial argument of the proponents 
is that the practice of public accountancy 
can never attain a truly professional or 
privileged status until it is limited to well- 
qualified and closely regulated and dis- 
ciplined persons. The corollary is that the 
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public must be served and saved from 
harm by some means which will enable it 
to recognize the skillful and competent 
practitioner. This purely public service is 
to be accomplished by legislation which 
unmistakably earmarks these superior per- 
sons. Monopoly is decried, but the closed 
profession must be empowered by law to 
discipline and regulate itself solely in the 
public interest. An analogy is sought with 
the professions of law, medicine, dentistry, 
architecture, osteopathy, optometry, etc., 
but, strangely enough, not with engineer- 
ing, which is a profession quite as widely 
recognized as certified public accountancy. 
A classical example of the reasoning em- 
ployed by one group of proponents follows: 
“The benefits of such a law are self-evi- 
dent. The public would be the beneficiary 
of more thorough and dependable work. 
Also, the public and the ethical and com- 
petent practitioners would benefit by hav- 
ing the opposite kind of practitioners 
barred or suspended. The influx of ‘book- 
keepers out of a job’ into public account- 
ancy would be stopped immediately.” 

The desire of licensed proponents of this 
type of legislation to enhance the profes- 
sional status of accountancy and the pro- 
fessional stature of the individual practi- 
tioners is wholesome and laudable; but it 
it well to examine the methods by which 
these objectives are to be accomplished 
and to inquire as to what, if any, are the 
disabilities or disadvantages that may be 
inherent in or might be likely to arise from 
the methods proposed. 

First, the proponents recognize that the 
practice of accountancy cannot be limited 
except by law; but in all likelihood a law 
that would restrict practice to certified 
public accountants only would be declared 
unconstitutional as depriving practicing 
accountants of their means of making a 
living. This is a formidable obstacle, but 
the benefits to the public from licensing are 
80 paramount that a way around must be 
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found. Then follows this proposal: License 
the uncertified practitioner now in prac- 
tice and then close the door to any but in- 
dividuals who took the examination or 
were admitted by reciprocity. In one state, 
however, the unlicensed group proposes 
to set up its owa board of examiners and to 
perpetuate the registered public account- 
ant group, at least until such time as its 
political strength would enable it to point 
out .the desirability of avoiding public 
confusion by the issuance of the older cer- 
tified public accountant certificate to all 
registered public accountants. The con- 
cern of those certified public accountants 
who are proponents of restricted legisla- 
tion for the protection of the public is ex- 
ceeded in degree and volume only by that 
of the uncertified men, who want some 
form of state license. In general, these 
benefits to the public are to be realized by 
licensing the following: 

(1) Persons or corporations presently in prac- 
tice. 

(2) Persons who in the ten years, say, immedi- 
ately preceding the enactment have prac- 
ticed at least three years. 

(3) Accountants’ employees with three years 
of experience. 

(4) Persons employed by the United States or 
governmental subdivisions and agencies of 
the states who have been functioning as 
auditors for three years. 


In any analysis of these proposals and 
arguments, the first question is, does the 
public stand in such imminent jeopardy as 
to require this type of legislation? In all 
candor, it must be admitted that the an- 
swer is in the negative, for the informed 
public which is the bulk user of profes- 
sional accountants’ services is not in need 
of protection. The profession as presently 
constituted is the best answer to that argu- 
ment, for the reputation of the established 
accountant is a far sounder guarantee to 
the present and prospective client than 
any blanket governmental license. Condi- 
tions surrounding the public practice of ac- 
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countancy scarcely can be said to cry out 
for the protection suggested by restrictive 
legislation, and its running mate, a general 
licensing. 

The next and the most important ques- 
tion is: What does this general licensing 
imply, particularly with reference to stand- 
ards as applied to individuals? Candor, 
again, must require the answer that this 
means the licensing of a horde of individ- 
uals the majority of whom do not pos- 
sess the capability or willingness to secure 
the present certificate. The detriment 
which would result from the general licens- 
ing of a group with an admittedly inferior 
certificate lies in undermining the good 
name of professional accountancy, which 
has been won by first-class work and sound, 
ethical leadership. The proposed New 
York law would lower the educational re- 
quirements for admission to the examina- 
tion from the present high standards set by 
the Regents and frequently strengthened, 
to a four-year high school course or its 
equivalent. This should offer not incon- 
siderable discouragement to professionally- 
minded young people who have labored 
and are prepared to labor in preparation 
to meet present high standards. For this 
rewards those who have not made the ef- 
fort, momentarily opens the profession to 
them, and then automatically closes the 
door to those still in the throes of educa- 
tional preparation. The full answer is that 
present standards are being sacrificed in a 
move deemed expedient to secure a closed 
profession. 

Another argument frequently advanced 
is that there is a shortage of competent 
accountants, and that this paucity will be 
relieved by licensing this group. The an- 
swer is that an individual is no more com- 
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petent after securing an inferior license 
than he was before. Licensing does not in 
itself create competency. 

Stripped of all sophistry, what does the 
proposal imply in relation to the long-haul 
welfare of the profession? It is recognition 
by the state of a large group whose next 
move will be to break down the barriers 
between the two certificates, on the ground 
that undue confusion exists in the public 
mind, and that after all is said and done 
this large and eminent group should be 
granted the older and recognized certifi- 
cate. This spells general waiver for the 
holders of the inferior certificate and they 
will have the numbers to make them a 
political factor. This political power will 
be used, make no mistake about that. 

Any policy of appeasement, based on 
the premise that Providence in due course 
will remove the public accountant, leaving 
only the certified public accountants. ex- 
tant, does not appraise realistically the 
political potential of these groups once an 
opening has been made in the present stat- 
utes. Nor can this argument be buttressed 
by the plea that self-discipline will be 
made easier. Unless surrendered volun- 
tarily, it will in most cases require a felony 
conviction or its equivalent to warrant 
cancellation of the certificate. 

The profession has attained its present 
position through the creation and main- 
tenance of high entrance standards, with 
greater uniformity through nation-wide 
examinations than has been attained in any 
other profession, and without restrictive 
legislation. Is it either wise or intelligent 
to lower standards in the search for prac- 
tice restrictions, the public need for which 
has not been proved? 
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PRACTICAL PREREQUISITES FOR THE 
CERTIFICATE 


GEORGE S. OLIVE 


discussion by favoring the practical 

experience side of this debate, I did so 
with the feeling that some one desired to 
show me up as an example of those ac- 
countants who have had to learn their ac- 
counting by working at it, by absorption 
of the principles and practices developed 
from actual business transactions, and by 
getting a CPA certificate by the time- 
honored method of sliding under the gate 
soon after the passage of an inadequate 
law which was not too well administered. 
I frankly admit that such has been my ex- 
perience, and while it served my purpose 
in those pioneer days when few accounting 
courses of collegiate grade were being of- 
fered, I am glad that prospective account- 
ants of this generation have the advantage 
of comprehensive instruction not only in 
courses of collegiate grade but also of 
postgraduate rank. 

The question before us appears to be 
whether the educational requirement or 
the practical experience requirement is the 
more important in considering the qualifi- 
cations of an applicant for examination 
fora CPA certificate. For the last twenty- 
five years, accounting publications have 
been crowded with fine presentations of 
the educational factor of this question and 
Professor Leland should be able to support 
his side of the argument by a paper which 
might be made up exclusively from quota- 
tions from those articles. I might help him 
out by referring to a talk which I made at 
@ regional meeting of the Institute at 
Pittsburgh in 1924, the meeting having 
business education as its theme, and my 
part in the program having been due to my 
serving at that time on the Institute’s 


if ACCEPTING the request to lead off the 


Committee on Education. I referred in 
that talk to a statement made by Bishop 
Lawrence, who was chairman of a com- 
mittee appointed to raise funds for pro- 
viding plant, equipment, and personnel for 
the Harvard Graduate School of Business 
Administration. He said that a most im- 
portant national need was that of “lifting 
business to the dignity of a profession with 
recognized principles, more skillful meth- 
ods and higher ethical standards.” I sug- 
gested that the public accounting profes- 
sion should be a leader in this very same 
work, and that it was principally through 
education of its prospective members that 
this could be accomplished. 

While we have so much worth-while 
material from which to draw on the educa- 
tional side of the picture, there have been 
few articles written indicative of the 
nature of the practical experience side. 
The need for and the nature of such ex- 
perience seem to have been taken for 
granted. An analysis of the state CPA 
laws shows an almost universal recognition 
that practical experience should be re- 
quired of the applicant. Almost every state 
requires, besides the basic qualifications of 
citizenship, age, high school or equivalent 
education, at least one year and in most 
cases three years of experience working in 
the office of a public accountant. I might 
be justified in resting my case there, with 
the attitude of the profession being made 
evident in its advocacy of these laws which 
quite definitely demand experience as a 
requirement to take the examination. 

Each state board is faced, however, 
with the serious responsibility of deter- 
mining in the individual cases the ade- 
quacy of the applicant’s experience. Even 
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in those few states which permit sitting for 
an examination prior to the fulfillment of 
the experience requirement, the board is 
still faced with the job of examining the 
nature of the applicant’s subsequent ex- 
perience before the issuance of a certificate. 

You probably all share with me the 
feeling that we may not have done our 
work well enough when only about ten 
per cent of the applicants succeed in pass- 
ing the section of the examination in “‘Ac- 
counting Practice.”’ This is, of course, that 
part which tests the quality of the practical 
experience the applicant has previously 
had. Does this not call for a better screen- 
ing out of those applicants who have not 
had the kind of experience which we think 
really fits them to take the examination? 
The mere fact that an applicant has been 
well educated and has worked in the office 
of a public accountant is no criterion that 
he is ready to pass the examination. I recall 
one man who had six or seven years of ex- 
perience in teaching accounting and who 
could never understand and work out 
actual business situations if the records 
were not kept as they should have been 
kept. We all realize that work in the office 
of public accountants is extremely varied 
in character, ranging from the file clerk 
and checker of the stenographic and math- 
ematical accuracy of reports, through the 
grades of junior, semi-senior, senior, su- 
pervisor, and partner. And in enumerat- 
ing these traditional classifications, please 
do not get the impression that I have any 
particular liking for them. As some of you 
may remember, I have already expressed 
at Institute meetings ideas which were 
hailed as unorthodox and impracticable 
with reference to the working organization 
of the smaller accounting practices. It was 
at the annual meeting of the Institute at 
Washington in 1929 that I spoke on the 
subject of “Organizing and Conducting 
an Accounting Practice.” I quote from 
that paper as follows: 
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“This brings me to further consideration of the 
accountants who are taken into any practice 
either as employees or as junior partners. The 
judgment exercised and good fortune of the prin- 
cipal in selecting associates is the one point more 
than any other that determines whether the ac. 
counting practice will grow and obtain and extend 
a good reputation. To these associates, regardless 
of the extent of our supervision of their work, do 
we entrust the reputations which have cost time, 
money, and hard work to build up. It seems quite 
unnecessary to emphasize the desirability of 
choosing these men from those who have been 
well prepared by adequate school and college 
training, men of integrity and personality who 
appear to have some natural liking or aptitude 
for the work. Such men will take as much interest 
in preserving and extending the standing of the 
organization as the principals themselves. Proper 
leadership of the principal will of course inspire 
the assistants to follow his example and even to 
compete with him in the service rendered to 
clients, the final outcome of such a situation being 
that the employee feels that he is working with 
the principal and not for him. 

‘“‘The antithesis of sucha careful selection of 
assistants is unfortunately prevalent among some 
of the larger firms in the larger cities. It seems 
quite unreasonable to expect to obtain capable 
men for professional accounting work on a tem- 
porary basis at the end of the.year for a three- 
months engagement; if they were really the kind 
of men we needed, we should probably be unable 
to hire them in these circumstances. We should 
certainly criticize severely any business or indus- 
try which tried te obtain the services of experi- 
enced and well-educated men in such a way. I do 
not believe that this custom prevails in the case 
of smaller practices, as it is generally possible by 
careful planning to offset to a considerable extent 
the seasonal character of our work, and the 
severity of the end-of-the-year load of work is not 
so noticeable. 


“If we regard as our principal function serving 
the business public in connection with the in- 
creasing complexities of its affairs, we must be 
prepared to render this service at whatever time 
conditions demand it. Whether or not we are in 
this desirable situation depends entirely on the 
ability we may have exhibited in organizing and 
equipping our establishments. First and most im- 
portant, do we have associated with us account- 
ants of experience and capacity, and have we ex- 
hibited confidence in their ability to the extent of 
placing on them all the responsibility they were 
willing to assume, so that they have grown with 
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ys to the point where they can help us establish 
and maintain that most valuable asset of any pro- 
fessional organization, a reputation for integrity 
and good work? In my opinion such @ group can 
best be brought together from men who, having 
had the advantage of a good education and prefer- 
ably a college degree, have spent several years 
in handling the accounts of various kinds of 
businesses. Such men will have had practical ex- 
perience which enables them to work into public 
accounting much more quickly than the beginner 
who hardly knows a charge from a credit. Again 
my ideas are unorthodox, because the conclusion 
has forced itself on me that it is neither necessary 
nor desirable to use men in a medium-sized ac- 
counting practice who are commonly known as 
funiors.’ If you object that there is always a great 
deal of ‘pick-and-shovel’ work on most accounting 
engagements, I must answer that such detailed 
work can be reduced materially in volume by the 
exercise of good judgment and knowledge gained 
from accounting experience; the total cost to 
clients on accounting engagements where ‘senior’ 
accountants only have been used is generally no 
more and frequently less than where a great deal 
of the work has been done by ‘juniors.’ The 
quality of the work produced is always better 
because all parts of the engagement have been 
handled by accountants who were able to dis- 
charge their responsibility satisfactorily.” 


I have intentionally digressed from the 
limited subject of this present paper to 
emphasize the importance of the kind of 
experience any ore should have who ex- 
pects to do successful work in the office of 
a public accountant, and I believe the 
same situation holds as a requirement for 
taking the examination. 
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It seems to me, therefore, that the exist- 
ing situation is such that practicing ac- 
countants should realize the importance 
of this matter, if we are to attract to the 
profession the best of the material avail- 
able. Of course, the aptitude tests now: be- 
ing developed by a special committee of 
the Institute may be of great value to us 
in the selection of personnel, and the great 
advances made by the colleges in account- 
ing pedagogy will result in much good. 
But what does this avail us if only ten per 
cent of the applicants are successful in 
passing the ‘‘experience’’ part of the exam- 
ination? Shall we pass the buck to the 
teacher, and say that the logical procedure 
to fit a man for the accounting profession 
would be to give him a collegiate academic 
course of four years, to be followed by a 
graduate course of two years in public 
accounting, most of which would be lab- 
oratory work on the “practical” side? This, 
of course, is an ideal objective to strive 
for, and it is to be hoped that this will be 
achieved in the near future. But after all, 
results conclusively show that the ‘‘essen- 
tial ingredient” is not theory, or book 
learning, but practical experience, and it 
seems logical to state that, if this profes- 
sion’ is to maintain and to increase its 
prestige among the professions, its present 
members must see to it that those whom 
they would attract to the profession are 
properly trained in the “‘practical” aspects. 
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CANADIAN EXAMINATIONS 


W. A. McKAGuE 


UR SYSTEM of examinations in 
() Canada is an attempt to attain a 

substantial degree of uniformity 
within the bounds of a federal constitution, 
and to retain the practical viewpoint of 
the profession in our various provincial 
institutes in combination with the central- 
ized administration of a Dominion Asso- 
ciation office. 

Our Canadian constitution sets up a 
federal system under which education, as 
well as other matters deemed of a local or 
private nature, is assigned to the prov- 
inces. There is nothing to prevent the 
federal incorporation of a body of account- 
ants or of any other occupational group, 
or to prohibit their setting examinations 
or imposing other qualifications for mem- 
bership. But such examinations or other 
standards have little meaning apart from 
a system of education and training, so 
that any organization which seeks to at- 
tain professional standing in Canada must 
be founded in the first place upon authori- 
ties granted by the provincial legislatures. 

In Canada we have nine provinces. In 
each of these there is an institute or society 
of chartered accountants, modelled in 
some degree after the English institute. 
The oldest is in Quebec, dating from 1880, 
and the youngest, in Alberta, dates from 
1910. 

Each of the provincial institutes of ne- 
cessity set its own standards of admission 
including training and examinations, which, 
in view of the limited number of candidates 
in most of the provinces, required a con- 
siderable sacrifice of time on the part of 
the qualified members. Further, any ef- 
forts to establish reciprocity of member- 
ships were handicapped by the feeling 
that the standard varied considerably 
from province to province. 


The Dominion Association of Chartered 
Accountants was incorporated by special 
act of the federal parliament in 1902, but 
in its earlier years it was active only to the 
extent of bringing together those members 
of the provincial institutes who volun- 
teered to take an additional membership in 
the federal body. The Association became 
active about 1932, and is now a federal 
body comprising all the members of the 
provincial institutes. 

One of the important accomplishments 
of the Dominion Association has been a 
high degree of uniformity in the provincial 
examinations. In each province the exam- 
inations consist of primary, intermediate, 
and final. The primary is still left entirely 
to the institutes. The intermediate and the 
final are uniform in respect to the principal 
subjects of examination, except that one 
province still retains its own intermediate 
tests. The subjects of uniform examination 
are, in the intermediate, two auditing and 
two accounting papers, and in the final, 
two auditing and four accounting papers. 
Each institute imposes additional papers 
according to its own views, but these are 
mainly confined to law and economics. 

The mechanism under which we operate 
is as follows: 

We have a federal committee on educa- 
tion and examinations, composed of one 
representative from each of the provincial 
institutes, with a chairman appointed by 
our Dominion association, which also 
operates as a committee of our Dominion 
association. It determines general policy 
in respect to examinations. I assume that 
it is a parallel to your Association of Certi- 
fied Public Accountant Examiners. Our 
committee meets once a year—at the time 
of our Dominion Association annual meet- 
ing in August. 
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For actual administration we have a 
Board of Examiners-in-Chief, as you‘have 
in conjunction with the American Insti- 
tute. The above-mentioned committee 
names three provincial institutes to ap- 
point the three members of our board, and 
a chairman is appointed by our Dominion 
Association. In practice, during our five 
years of uniform examinations, the two 
largest institutes, which are Ontario and 
Quebec, have each named a member of the 
Board, and the third member has been 
from one of the other institutes. As secre- 
tary of the Dominion Association, I am 
also secretary of the Board, an arrange- 
ment which ties our uniform examinations 
in with the general administration of the 
Dominion body. 

The routine of examinations is of course 
a subject familiar to all of you, hence I will 
just outline briefly our Canadian practice. 
As you know, examination arrangements 
must be made far ahead. Our examina- 
tions are held in December. The Board 
meets twice a year—once at the time of our 
annual meeting in August, and again in 
January. At the January meeting, it 
chooses provincial institutes to nominate 
members to set the papers for the ensuing 
December examination. This is followed 
up by our Dominion office, the proposed 
papers being sent to the members of the 
Board, so that at their August meeting 
they can make any changes deemed neces- 
sary and give their final approval. Our 
Dominion office then has the papers 
printed, and the requisite number of 
copies, along with all esyential supplies for 
candidates, are distributed to the provin- 
cial institutes, which make the arrange- 
ments for suitable rooms and presiding 
officers at all examination points. After 
the examinations, the candidates’ papers 
are all forwarded to our office. For the 
purpose of marking, they are distribute’ 
among the members of the Board of Exam- 
iners, who enlist the assistance of local 
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members for the task of marking the pa- 
pers, which of course number several hun- 
dred. The marks are then reported to our 
office and tabulated. The Board of Exam- 
iners, meeting in January, reviews the re- 
sults, and exercises its discretion to the 
extent of certain adjustments. Through- 
out the entire process, we identify candi- 
dates only by numbers. Individual knowl- 
edge of each candidate, his training and 
education, is a responsibility of the pro- 
vincial institutes. 

As you will see, we have our problem in 
regard to reasonable uniformity in respect 
to papers and marking. One person in set- 
ting a paper may have the idea of difficult 
questions with liberal marking, whereas 
another may have just the opposite; the 
same diversity of viewpoint exists among 
those who do the marking. Thus an easy 
paper may bring a high proportion of suc- 
cesses, and a difficult paper may result in 
many failures. Our Board of Examiners 
exercises a reasonable discretion for the 
purpose of general fairness to students. 
Last year, for instance, in the intermediate 
class 85 per cent of the candidates passed, 
whereas in the final class 35 per cent 
passed and another 40 per cent attained 
partial success, in that their remaining 
problem is to pass supplemental examina- 
tions only. 

Financially we operate our uniform 
examinations at approximate cost which, in 
view of the limited number of candidates, 
means a budget of only a few thousand 
dollars a year. This revenue is absorbed 
by expenses of the board, by remunera- 
tion to those setting and to those marking 
papers, and by printing and supplies. 

Apart from examinations the qualifica- 
tions required of candidates, in respect to 
training and education, are a provincial 
matter, but are fairly uniform. 

Five years of experience is the usual re- 
quirement, subject to a reduction of one 
or two years for university degrees, 
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The specific education for the profession 
is provided in part by personal classes and 
in part by correspondence courses. In 
British Columbia and Manitoba nearly all 
the students are in the cities of Vancouver 
and Winnipeg, respectively, where classes 
are conducted by institute members. In 
Quebec Province, which has the additional 
problem of both French and English 
languages, classes in the cities of Montreal 
and Quebec are provided in céoperation 
with universities. Otherwise, a correspond- 
ence course operated by Queen’s Univer- 
sity of Ontario is the educational medium. 
Originally developed for Ontario students, 
and still used for all of them, this course is 
also used by most students of the remain- 
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ing provinces, including a few in British 
Columbia, Manitoba, and Quebec who are 
so located as to be unable to take the 
classes provided in the large cities. 

On the whole we feel that in Canada we 
have attained a fair degree of uniformity 
consistent with the constitutional limita- 
tions, and that we reasonably combine the 
practical viewpoint of those practicing the 
profession throughout the country with 


the convenience of a centralized office. We « 


know that we are still short of the goal of 
perfection, but we do feel that five years of 
uniformity in examination standards are 
already having a cumulative effect to- 
wards advancing the standards of the pro- 
fession. 


ACCOUNTING TRAINING FOR THE 
GOVERNMENT SERVICE 


MARK S. MASSEL 


ment service seems to be headed for 

a much larger role in the accounting 
curriculum than it had before the war. 
Most of the reasons for this trend existed 
before the war, although wartime problems 
have reinforced them. 

1. Governmental agencies have steadily 
increased their uses of accounting informa- 
tion. Data relating to governmental and 
business activities were applied more and 
more widely even before the war. The war 
period has created additional recognition 
of the usefulness of accounting informa- 
tion. The postwar period may well give 
additional impetus to this movement. 


training for the govern- 


The opinions herein expressed are those of the 
—_ and do not necessarily reflect those of the 
ar Department. 


2. Most further developments in gov- 
ernment regulation will have accounting 
aspects. 

3. Government administrators have be- 
come more aware of the need for using 
trained accounting talent. Consider, for 
example, the contrast between the position 
of the accountant in World War I and in 
the current war program. 

4. Nonaccounting employees in the gov- 
ernment service are finding greater need 
for accounting training in order to carry 
out their day-to-day work. Tax collectors, 
attorneys, statisticians, economists, engi- 
neers, factory inspectors, assessors, judges, 
and regulatory commissioners are com- 
pelled to use accounting data in many 
phases of their operations. 

5. At the same time, people who are 
preparing for private activity have a great 
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need for training in governmental aspects 
of accounting; because of the recent direc- 
tions taken by governmental regulation 
and taxation, ordinary business operations 
require a working knowledge of the various 
accounting aspects of government work. 
Therefore, a growing need exists for people 
in the various professions who shall have 
an understanding of government account- 
ing even though they contemplate private 
employment. 

Before discussing the type of accounting 
training needed for government service 
we might take a quick look at the nature of 
accounting work in the government. 

1. Fiscal operations. Federal, state, and 
local governments require more fiscal ac- 
counting than ever. Increased careful ac- 
counting for appropriations, income, ex- 
penditures, and liabilities demonstrates 
steady progress. The mere filing of paid 
and unpaid bills by local government or- 
ganizations is no longer the established 
order of the day. At the same time, the 
practice of setting up self-liquidating proj- 
ects, quasi-public organizations, and self- 


contained corporations, such as TVA and 
housing authorities, has created new and 
complicated problems in the accounting 
for public funds. 

2. Tax problems. Accounting methods 
have become increasingly important in tax 
problems. Income and excess profits taxes 
call for a considerable amount of account- 
ing knowledge in drafting regulations and 
checking returns, with some understand- 
ing of auditing as well. Other types of 
taxes, including excise and import tariffs, 
call for accounting help in various prob- 
lems of enforcement. 

3. Regulation of financial statements. 
The work of the Securities and Exchange 


Commission and similar activities on the 
part of the Federal agencies which regulate 
public utilities rest firmly on an accounting 
base. Analysis of new securities and of 
reorganizations and the public presenta- 
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tion of financial statements create a wide 
field for this type of activity. 

4. Public utility regulation. Public util- 
ity regulation, both Federal and state, has 
always depended upon accounting. The 
establishment of depreciation allowances 
and rate bases, as well as the rates them- 
selves, calls for the use of a large body of 
financial accounting data and analyses. 
More recently, there seems to have devel- 
oped a tendency on the part of some regu- 
latory agencies and companies to bring 
various aspects of cost accounting into the 
field of rate regulation. Thus there are 
studies of unit manufacturing costs of 
utility equipment and of unit costs of 
public utility services. 

5. Cost finding and cost surveys. The 
extent of accounting work in government 
is as broad as the entire range of our in- 
dustrial operations. Cost studies are made 
for such government operations as office 
activities, truck use, and road upkeep. 
Cost surveys are made in connection with 
economic studies, price controls, tariffs, 
and labor regulation. Cost analysis is used 
on government purchases for gauging rela- 
tive efficiencies and for price analysis. Unit 
cost and cost differentials are utilized in 
connection with various types of price 
regulation, such as the Robinson-Patman 
Act, state laws against selling below cost, 
and war price regulation. Considerable 
study and education covering cost ac- 
counting methods is undertaken by gov- 
ernment agencies. These activities cover 
all types of industrial operations including 
manufacturing, the extractive industries, 
agricultural operations, public utilities, 
service industries, and distribution trades. 

From this background of operations 
most of the particular problems of ac- 
counting training for government service 
seem to fall outside what has been regarded 
as the normal subject matter of account- 
ing. The accounting training as such— 
theory, problems, cost accounting, and 
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systems—is the same as that needed in any 
accounting course. The only problem in 
technical accounting which requires special 
attention is training in government fiscal 
accounting practices. 

However, there does exist a real need 
for training in fields which are not con- 
ventionally classed as belonging in the ac- 
counting curriculum. Government service 
requires collateral training in addition to a 
good foundation in accounting methods. 

One especially important element in the 
specialized curriculum would be training 
in the nature and operations of public 
regulation. The nonfiscal accountants work- 
ing for the government quickly discover 
that their work is strongly influenced by 
the type of regulation under which they 
operate. The purposes of the accounting 
regulation and the particular uses of the 
data carry more weight than in conven- 
tional accounting practice, in which the 
reasons behind the publication of the bal- 
ance sheet are fairly well conventionalized. 

Accounting, as a branch of regulation, 
does not stop with accepted accounting 
principles. The rules provided in basic leg- 
islation, in administrative regulation, and 
in court decisions must be followed in any 
event. For example, the Interstate Com- 
merce Commission rules of betterment ac- 
counting for railroads, the legislative for- 
mula for depletion and depreciation in the 
Bituminous Coal Act, and the cost rules of 
T.D. 5000 under the Vinson-Trammel Act 
are the guides for accounting work in those 
fields. Therefore, the government account- 
ant must be able to use regulations as a 
guide to accounting methods instead of 
depending upon conventional accounting 
theory. This requirement creates a need 
for instruction on the adaptation of ac- 
counting methods to the types of regula- 
tions which may obtain. 

Because of the varied uses of accounting 
data in government work most govern- 
ment accountants need an understanding 


of business operations. In fields as far apart 
as price control and taxation the problems 
faced by the government accountant cal] 
for an evaluation of many business factors, 
The accountant who goes into public prac- 
tice or industry need not be too concerned 
about his knowledge of business opera- 
tions, because he can readily add to it in 
his day-to-day operations. However, the 
government accountant may not have the 
same opportunity after he is through with 
university work. 

Accounting data are subjected to many 
more statistical operations in the govern- 
ment service than in private practice or in 
industrial accounting. Industry summa- 
tions, comparisons, and yardsticks are 
developed for such information as unit 
costs and asset valuations and for other 
income-account and balance-sheet items. 
At the same time considerable use is made 
of the available statistical information on 
such related factors as production, labor 
hours, and material prices. 

Because of extensive statistical utiliza- 
tion of data, the government accountant 
must be prepared to carry out many statis- 
tical operations. He may have to plan a 
statistical survey and devise tabulations. 
He may be required to utilize regular sta- 
tistical sources in his day-to-day opera- 
tions, thus obtaining data on the experi- 
ence of industry as reflected in accounting 
and other industrial information. At the 
same time, he may have to coordinate a 
statistical analysis of accounting data with 
economic or engineering studies made by 
other groups in his agency. 

The various requirements of accounting 
work in the government may be summed 
up into a specific need for a sufficient fa- 
miliarity with other fields to be able to 
work with other professional groups effec- 
tively. Although the government account- 
ant does not require sufficient training to 
qualify as a lawyer, economist, statistician, 
public administrator, or business execu- 
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tive, he should have enough background to 
be able to meet men from those groups on 
common grounds. 

The specific elements in accounting 
training for the government service would 
take a considerable time to list. We have 
looked at a rough approximation of the 
types of information that the government 
accountant has to work with, as well as 
the type of training he may require. How- 
ever, these details should not be overem- 
phasized. If a student does not pick up all 
the information he requires at school, ade- 
quate training should enable him to ab- 
sorb most of it in his day-to-day work. 

What is much more important in the 
field of accounting training for the govern- 
ment service is the development of a way 
of thinking. A working knowledge of the 
various related fields is very helpful. How- 
ever, the most important single factor is 
the ability to move away from the conven- 
tional paths of accounting principles and 
to understand accounting information as 
useful material for important business and 
governmenial decisions. Therefore, a 
healthy curiosity about the uses of ac- 
counting data, about the reasons for col- 
lecting the information, and about the 
features that are most important is an in- 
dispensable part of the equipment of an 
effective government employee. 

It is true that a considerable amount of 
accounting work in the government service 
involves nothing more than the usual good 
judgment of a clerical operation. However, 
almost all the accounting work related to 
business regulation and a large part of tax 
work do require some basic understand- 
ing of the uses and limitations of account- 
ing data. 

The problems of accounting training for 
the government service are not peculiar to 
the government service except in the case 
of fiscal operations. In all other fields the 
requirement for accounting work in the 
government service has its counterpart in 


industry. Industrial and public account- 
ants today must have a working knowledge 
of many features of government regulation 
to carry out their own jobs. Therefore, the 
training of accountants for the government 
service is related to the general problem in 
the accounting field of giving accountants 
a broader perspective in order to meet the 
real needs of the current industrial situ- 
ation. 

This requirement has a very significant 
corollary in the educational field. The 
usual scope of accounting training in the 
past has been the training of individuals 
who are preparing for careers as public ac- 
countants. The training was focused on 
presenting a fairly uniform routine of 
courses which were patterned largely upon 
the requirements of the CPA examina- 
tions. 

Accounting education has not been very 
significant in the curriculum of the re- 
lated social sciences. Although accounting 
information must be used in other fields, 
there were substantially no accounting 
courses which met the requirements of stu- 
dents training for law, economics, statis- 
tics, public administration, or engineering. 
At the same time, the growing realization 
of a need for broader training in these 
fields—which has been accelerated by the 
war—has led many to the belief that an 
understanding of accounting is an impor- 
tant part of their educational require- 
ments. 

Many of the men in these fields feel that 
the conventional first-year course in ac- 
counting is part of the preparation for 
public accountants and that it does not 
bring accounting close enough to the par- 
ticular needs of their operations. On the 
other hand, students in those fields can not 
afford the time required for an accounting 
major. Therefore, they must have courses 
which are designed to meet their particular 
needs in the accounting field. 

As I see it, the opportunity for the ac- 
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counting group is clear. If it undertakes a 
codperative program with the other profes- 
sional groups, it can make a substantial 
contribution to a broad development. 
However, if our accounting departments 
maintain their conventional attitudes and 
merely admit non-accounting students to 
the first-year accounting courses, the other 
departments will be compelled to supply 
their own requirements. In many instances 
such a procedure would mean that some 
“accounting” courses would be given that 
would not be recognizable as accounting. 
In other cases those departments would 
bring in men who have had training in ac- 
counting as well as in the other field. 


In general, the requirements of govern- 
ment and the parallel requirements of in- 
dustry present an excellent opportunity 
for a dynamic accounting program in our 
universities. As a result of the experience 
afforded by the war, the changes which 
may be required can be made more easily. 
We have more information in a great 
many fields than ever before. There is a 
growing feeling in all walks of life that our 
professional groups must break out of their 
insulated pigeonholes. Many people in 
other fields are aware of this situation and 
are making plans to correct it. The ac- 
counting group has an interesting time 
ahead of it. 


INSTITUTIONAL OVERHEAD ON 
GOVERNMENT PROJECTS 


Cart THOMAS DEVINE 


tain governmental agencies began 

to use specialized personnel and fa- 
cilities provided by universities, hospitals, 
and other nonprofit organizations in con- 
nection with the war effort. Immediately 
the question of compensation for these 
services arose, and as usual this problem 
has presented certain difficulties. As a 
guiding principle it has been generally 
agreed that the service rental for such spe- 
cialized services should be equal to the 
“‘cost”’ of such activities. Accountants and 
businessmen at once ask: Which cost? But 
before this appropriate and necessary 
question can be asked it is essential to ask 
still another: What represents cost to a 
private institution? All accountants are 
acutely aware of the difficulties surround- 
ing the concept of cost, but doubtless many 
have not had the questionable opportunity 
of examining the special obstacles peculiar 
to nonprofit institutions. 


es in the armament program cer- 


For a general definition suitable for com- 
mercial and industrial concerns we may 
say that cost is the effort, expressed in 
monetary terms, that necessarily is ex- 
erted to overcome the resistance of the fac- 
tors of production. In practice this rule is 
interpreted to mean all expenditures made 
by the enterprise except those made for 
the retirement of equities and distributions 
to owners. A slight modification of the 
practical test is sometimes necessary for 
the acquisition of services through the is- 
suance of capital stock—hardly an expen- 
diture—and the cancellation of a receiv- 
able for property other than cash. In such 
cases the implied cash value of the claims 
given to others is taken as the ‘‘cost’’ of the 
property acquired. Let us see how absurd 
this definition can become when applied to 
the typical private university or related 
institution. 

If a nonprofit institution receives unre- 
stricted funds in the form of a gift and 


these funds are then invested in plant and 
equipment, the accountant considers the 
amount of the expenditures (if reasonable) 
as the cost of the facilities. Suppose, how- 
ever, that a university receives a gift in 
the form of land, buildings, or equipment. 
These acquisitions are nct run through the 
expenditures routine and are not consid- 
ered costs in the usual accounting sense. 
Such a distinction appears strange if not 
downright ridiculous because the form of 
the bequest determines the existence or 
nonexistence of a cost. A rental payment 
by the government based upon this capri- 
cious conception of cost certainly leaves 
something to be desired. With this defini- 
tion the government would, in fact, share 
certain gifts with the institution. 

A related objection to the use of author- 
ized expenditures to establish costs to the 
institution arises when special discounts 
and lower prices generally are allowed by 
sellers to the nonprofit organization. Often 
properties are transferred at little more 
than nominal prices. Recently, for exam- 
ple, a small university was able to purchase 
an entire adjoining block, including sub- 
stantial brick improvements, for an outlay 
of $25,000. It was generally recognized at 
the time that the market price of such 
property was in excess of three times this 
figure. Should the rental charge to govern- 
ment units be based on such costs? If so, 
this too is equivalent to sharing gifts. 

Since the accountant’s expenditure ap- 
proach to cost is highly objectionable, it 
may be that the economist’s concept of 
cost can be employed. To economists and 
many businessmen cost is invariably asso- 
ciated with sacrifice. To this group it seems 
unreasonable for accountants to insist that 
interest paid for borrowed funds is a cost 
while the sacrifice of earnings from funds 
belonging to the enterprise is not consid- 
ered cost. Accountants have parried these 
criticisms by pointing out the need for ob- 
jective criteria for making entries and by 
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showing that special calculations can be 
easily prepared for the comparatively rare _ 
instances when all economic costs must be 
included. But with regard to institutional 
costs it seems, at first sight, that the eco- 
nomic approach has a clear-cut superiority. 
Unfortunately, the economic concept of 
sacrifice is itself little, if any, better than 
the accountant’s less sophisticated ap- 
proach. 

Where is the sacrifice to a university 
that receives a gift of land and buildings? 
If any sacrifice is to be found, it must be 
traced to the donor, to his heirs or other 
possible recipients of his bounty, or to the 
taxing units. The same may be said for 
gifts in the form of cash restricted for con- 
struction. To a large extent, therefore, the 
facilities of a private university are costless 
to the institution in the economic sense. 
Yet certain expenditures from unre- 
stricted gifts do involve an economic cost. 
Buildings and equipment purchased or 
constructed with free funds have as their 
economic cost the sacrifice of earnings 
that could have been procured if the funds 
had been used as endowment. Thus, for 
institutions of this kind the économist’s 
concept of cost is as nonsensical as that of 
the accountant. The sacrifice depends on 
the form of the bequest and is fully as 
capricious as the expenditure approach to 
the problem of cost. 

There are, however, instances in which 
the opportunity cost (sacrifice) of the 
the economist. may be profitably applied. 
Many government contracts require ad- 
vance payments by the organization with 
subsequent reimbursement by the agency. 
If a university earns four per cent on its 
investments after provision for capital 
losses, it seems reasonable to apply this 
rate to the advances on contract work. 
There is another area in which opportunity 
costs may be legitimately applied. Where 
there is no unused capacity, the sacrifice 
from taking government contracts may be 
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measured in terms of the return that might 
have been made if operations had con- 
tinued along regular lines. In view of the 
obvious difficulties in convincing the typi- 
cal government auditor of the reasonable-. 
ness of this type of computation, it is just 
as well for this limited purpose that most 
institutions have unused capacity during 
wartime. 

When the theoretical shortcomings of 
the cost concept are combined with the 
practical fact that nearly all nonprofit or- 
ganizations have notoriously inadequate 
cost records, it is not difficult to under- 
stand the agitation for the use of replace- 
ment costs. Yet there is no sense in which 
appraisal figures may be said to be actual 
cost to the institution. They do not repre- 
sent present sacrifice to the organization, 
nor do they represent expenditures. When 
depreciation is a function of time and there 
is unused capacity, little or no sacrifice is 
involved in the use of the property, and 
when depreciation is due to project activ- 
ity, the sacrifice is properly measured with 
reference to the replacement cost of the 
facilities when they are replaced. 

Adoption of replacement costs gives rise 
to another problem. What should be the 
date of the appraisal? This is a legitimate 
point for bargaining between institution 
and agency, but the arguments in support 
of any particular date are seldom con- 
clusive. Replacement costs current at the 
time the property came into the possession 
of the institution are not unreasonable, if 
allowance is made for changes in purchas- 
ing power. The field auditors for one gov- 
ernment agency, for example, see nothing 
unusual in paying depreciation in 1944 dol- 
lars on property built with 1914 dollars. 
True, the institution with idle capacity is 
better off if it gets anything for time-de- 
preciation, but it must be remembered that 
the government gains if the total paid in 
depreciation is less than the entire cost of 
providing suitable facilities at current 


costs. Some government auditors have in- 
sisted that replacement costs should be 
used when they are lower than original 
costs and that original costs should be 
used when they are lower than current re- 


placement figures. Such a position is cer. . 


tainly unfair to the institution. This is 
equivalent to holding that good buys in 
plant and equipment should be shared with 
the government, whereas additional costs 
of construction and purchase during peri- 
ods of high costs should be borne by the 
organization. 

Now that. some of the difficulties sur- 
rounding the use of original and replace- 
ment costs have been suggested, it is well 
to turn to a still more controversial sub- 
ject: overhead determination and dis- 
tribution. 

It is probably agreed that the govern- 
ment should pay at least for the costs for 
which it is responsible—the direct charges 
and a part of the variable indirect costs. 
Payment of only these two variable costs 
is equivalent to permitting the government 
to utilizé the existing apparatus without 
charge. The government, after all, is not 
ordinarily responsible for the presence of 
buildings, equipment, and other plant 
items belonging to the typical nonprofit 
organization. So long as the Federal agen- 
cies “pay their way,” why should they 
bear any overhead costs of the fixed type? 
The institution is in neither a better nora 
worse position financially if it recovers only 
the additional costs made necessary by the 
subject work. 

In practice the direct costs charged to 
projects do not include all costs for which 
the work is responsible. It is inconvenient 
to meter power, for example, to each pro- 
ject. Thus, the so-called overhead costs in- 
clude an element of cost which could be 
saved if the projects were not undertaken, 
along with another element that is more or 
less fixed in character. Inasmuch as the 
agencies have agreed that an overhead 


3 
i 
' 


ve in- 
Id be 
‘iginal 
Id be 
nt re- 
iS Cer- 
his is 
1ys in 
1 with 
costs 
peri- 
yy the 


sur- 
place- 
is well 
1 sub- 
1 dis- 


overn- 
sts for 
harges 
costs. 
> costs 
nment 
ithout 
is not 
nce of 
plant 
aprofit 
| agen- 
1 they 
type? 
nor a 
rs only 
by the 


ged to 
which 
renient 
th pro- 
»sts in- 
uld be 
‘taken, 
nore or 
as the 
erhead 


charge is reasonable, it becomes necessary 
to find a fair method of assigning these 
costs. 

Two particularly troublesome elements 
of overhead in the broad sense are deferred 
maintenance and accelerated depreciation. 
If maintenance has been deferred so dras- 


‘tically that additional depreciation has 


been realized, it seems that the entire 
amount of accelerated depreciation should 
be taken in the periods during which main- 
tenance is below normal, at least for profit 
reporting. The government projects are re- 
sponsible in part, at least, for this depreci- 
ation, and in fairness should be charged 
with a portion of it. Accountants are well 
aware of the difficulties involved in meas- 
uring deferred maintenance. In theory the 
figure for deferred maintenance should be 
that amount which must be spent when 
labor and materials are available in order 
to restore, with provision for depreciation, 
the facilities to their former position. Only 
in rare cases is this figure approximated by 
the usual rule of finding the difference be- 
tween what the firm actually did spend for 
this purpose during the restricted years 
and what the firm would have ordinarily 
spent during these periods. If the latter ap- 
proximation is used, care should be taken 
to adjust for material and labor price in- 
creases, loss in efficiency of the labor force, 
upgrading without change in status, etc. 

In general the fixed element of overhead 
is the most important component; and 
while accountants deal with this problem 
every day, their support for specific dis- 
tribution methods often lacks strength. Es- 
sentially the theory of overhead distribu- 
tion is based on ethical considerations. 
How much cost should this job, or this 
product, or this organization in fairness 
bear? (Considerations of industrial pricing 
are treated later.) Relative responsibility, 
which is usually considered an acceptable 
measure of fairness, cannot be applied to 
fixed overhead items. 
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The ethical basis for overhead distribu- 
tion is usually that of benefit. Practically 
all accountants tacitly assume a benefit 
basis for distribution, though many do not 
make their assumption clear. Benefit has a 
subjective feature that defies measure- 
ment, and the usual simplifying assump- 
tion (again seldom explicitly stated) is that 
benefits are proportional to time con- 
sumed, space usec’, or some other relation- 
ship of this sort. 

Inasmuch as government agencies have 
generally agreed that an overhead charge 
in addition to direct costs is a legitimate 
component of the rental charge, it seems 
reasonable and fair for the institution to 
divide its plant and equipment costs be- 
tween its own activities and government 
subject work according to space used and 
hours of service utilized. This principle 
may be applied to the controversial prob- 
lem arising when assets are used only inter- 
mittently. Is it reasonable to charge the 
government agency with overhead based 
on actual usage or on potential usage? If it 
is agreed that the cost should be shared ac- 
cording to relative benefits and if it is 
further agreed that relative use is a meas- 
ure of benefit, then the accountant is on 
sound ground in arguing that only the 
hours of actual usage should be considered. 
This means that the interest and deprecia- 
tion cost of a particular set of balances 
used one-half for university work and one- 
half for project work for a total usage of 
one hour each week should be shared 
equally by the two organizations. If this 
line of argument is not followed, the gov- 
ernment could insist that all piant and 
buildings can be used practically twenty- 
four hours each day, and that the institu- 
tion should stand the cost of idleness when 
operations are not carried on with this in- 
tensity. 

With respect to administrative and cer- 
tain other costs some government auditors 
have recommended the use of relative ex- 


214 The Accounting Review 


penditures as the basis for distribution. In 
general, this method is satisfactory, though 
it is probably inferior to time estimates ac- 
cording to individual employees as a meas- 
ure of benefits. If the expenditure approach 
is used, care must be exercised in its appli- 
cation. Often the formula uses direct ex- 
penditures on project work divided by 
total expenditures by the institution, but 
this rule is manifestly unfair. The denomi- 
nator should consist of total expenditures 
less the administrative costs themselves. 
Furthermore, direct expenditures on gov- 
ernment work should be modified before 
being used as the numerator. All overhead 
items except interest and depreciation call 
for some attention from the administration 
department, and the projects receive bene- 
fit from this action. As the denominator 
includes cash outlays for overhead, to dis- 
tribute administrative costs properly each 
departmental numerator should include 
its share of overhead (excluding adminis- 
trative costs) requiring expenditures. 

A more serious problem arises concern- 
ing the scope of institutional activities 
upon which the cost charge should be cal- 
culated. Is it fair for the government to in- 
sist that it is renting only the facilities 
which it actually uses in project work? 
Does the agreement mean that the govern- 
ment rents specific rooms and equipment 
or does it mean that the lessee rents a part 
of the institution as a whole? The presence 
of an outstanding scientific department 
may be due in part to monumental build- 
ings, athletic programs, and other side 
shows that arouse nostalgia in the breasts 
of alumni and keep funds from tuition and 
endowments flowing through the till. The 
benefits from these activities to an agency 
renting scientific services though tenuous 
are nevertheless real. Perhaps the benefit 
principle of assigning costs should not be 
applied too broadly, for the advantage to 
the government and its citizens from the 
presence of well-trained staffs of scientists 


has been immeasurable. Yet the summary 
manner in which some government audi- 
tors have disallowed interest and deprecia- 
tion on the cost of buildings in excess of an 
arbitrary amount per square yard—to 
mention only one example—can be criti- 
cized severely. 

It is of more than incidental interest to 
review briefly the theory of overhead dis- 
tributions as applied to industrial and 
commercial concerns. For industrial com- 
panies which manufacture for government 
groups according to some formula based on 
cost, the benefit principle for assigning 
fixed costs to commercial products and to 
subject work is only reasonable. There are 
other instances in which this principle can 
and should be applied. For example, a firm 
may be owned by a few individuals or com- 
panies and may manufacture a different 
product for each. It seems fair that each 
owner should bear the costs for which he is 
responsible, and it seems reasonable also 
that each owner-buyer should be charged 
on the basis of benefit for the costs which 
cannot be traced according to responsibil- 
ity. The economist may argue that each 
owner should pay his share (based on re- 
sponsibility) of the variable costs and that 
other costs should be distributed according 
to ownership. But unless relative owner- 
ship is in line with relative benefits from 
the fixed elements of overhead, it is diffi- 
cult to defend this suggestion on the basis 
of fairness. In spite of the economist’s 
aversion to overhead distribution in any 
form, here is one instance, in addition to 
government work, showing that the cost 
accountant’s approach is indispensable for 
a reasonable schedule of prices. 

For the industrial firm which produces 
multiple products to be sold in the market, 
the case for overhead allocation according 
to benefits is considerably weaker. Yet 
from a social point of view there is some- 
thing to be said for having relative prices in 
line with relative costs which express re 
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sponsibility for their variable elements and 
benefit for their fixed elements. The con- 
sumers of each product may be considered 
as individuals or interests among which 
fairness should be preserved. As an aid to 
the private businessman in his search for 
overhead distribution on any basis is not 
indispensable, and economists have been 
quick to point out this fact. 

From the standpoint of cost control the 
assignment of fixed overhead to products, 
to territories, or to types of outlets is 
practically useless. The appropriate cor- 
relation for control is between the cost in 
its entirety and the executive who is re- 
sponsible for that cost. The accountant has 
only to ask himself in-what way the distri- 
bution of janitors’ salaries to various prod- 
ucts improves the control of janitorial costs 
to realize the unimportance of overhead 
distribution in cost control. Or to take an- 
other example, how is the efficiency of the 
firm’s executive functions likely to be im- 
proved by assigning executive costs to the 
Montana and Utah sales districts? 

Moreover, the accountant should not be 
lured into arguing that overhead distribu- 
tion is useful in determining what output 
is most profitable. Differential costs are 
pertinent to this decision, and considera- 
tion of overhead distribution in this con- 
nection only obscures the related variables. 

Except for incidental use in establishing 
inventory figures, the usefulness of or- 
dinary overhead distribution lies in the 
field of pricing policy. While few argue that 
prices should be set rigidly in relation to 
average costs as compiled by accountants, 
even economists admit that these costs 
mary be beneficial in this regard. These cost 
figures give a faint landmark at least for 
guidance between the usual economist’s 
lower limit of variable costs and the upper 
limit of what the market will bear. At 
least the businessman knows that if he 
recovers the cost accountant’s averages on 
each of his multiple products, he is recover- 


ing his factory costs including fixed 
charges. If he steers too inflexibly by these 
intermediate figures, his profits may be ad- 
versely affected by lowered sales; but the 
presence of such guideposts, however 
weak, may permit him to pursue profits 
more intelligently. In fact, other guide- 
posts, such as the cost to make and sell at 
various levels of output and a schedule of 
prices to yield given rates of profit at dif- 
ferent outputs, may be useful enough to 
justify their computation. 

The assignment of costs to products 
jointly produced from a common effort has 
been severely attacked from several quar- 
ters. John Stuart Mill and others in the 
field of political economy have pointed out 
that each product must cover its own costs 
after the split-off point and that the total 
revenue from all products must at least 
cover all costs. If the first condition is not 
met, it is more profitable not to process the 
individual product further, and if the sec- 
ond is not fulfilled, it is more profitable in 
the long run to discontinue operations al- 
together. Under pressure to procure unit 
costs for these joint products, the account- 
ant has assigned the common costs on the 
basis of relative sales value. When the out- 
put of some products is measured in dif- 
ferent units, this method is one of the few 
that can be applied. 

But the ethical flavor is present even in 
this assignment procedure. From a social 
viewpoint sales values are rough indicators 
of relative significance (benefit) to con- 
sumers, and from the standpoint of the 
firm the products with the higher sales 
values yield the greater benefit to the en- 
terprise. Cost, regardless of the manner in 
which it is assigned, is usually not impor- 
tant in setting selling prices for these - 
products; but the fact that this procedure 
tends to report the same percentage of 
gross profit on each product may be an in- 
dication that the accountant desires to 
preserve fairness arnong groups. 
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PROBLEMS IN DESIGNING AN 


ACCOUNTING SYSTEM 


A. Matz 


EVER has the business world been 
N more deeply aware of the funda- 

mental truth of the statement that 
businessmen must analyze, organize, dep- 
utize, and supervise in order to assure an 
orderly flow of all information through all 
channels. The problems confronting busi- 
ness management today are so manifold, 
so complex, and so intricately interwoven 
with requirements, specifications, laws, 
regulations, and restrictions of any kind 
and from multiple sources that the success- 
ful conduct of the affairs of a company de- 
pends profoundly upon a system well- 
thought-out, well-laid-out, and well-car- 
ried-out. This prerequisite is much more 
true today, because nearly all business 
dealings are transacted with governmental 
agencies requiring as well as executing 
close supervision of the transactions, and 
because the personnel, shop and office 
alike, either has never worked in its present 
place or has turned to the present job after 
having been away or engaged in some other 
type of business. At any rate, the type of 
personnel is merely another factor requir- 
ing the best system possible. 

A system has been defined as “‘the or- 
derly arrangement according to some com- 
mon law,” “‘a collection of rules and prin- 
ciples,” or “the method of transacting 
business”; an accounting system has been 
called the chief aid, the indispensable tool 
of modern industry with which manage- 
ment will understand, control, and direct 
all operations of the business. 

In designing a cost system, the following 
purposes should be kept in mind: 

(1) “to provide a plan for gathering detailed 

information pertaining to the cost of man- 


ufacturing, mining, constructing, market- 
ing or other specialized activities. 


(2) to assemble the cost data in a logical 
manner so that the cost reports and ac- 
counting statements can be prepared 
therefrom. 

(3) to enable mangement to obtain a greater 
measure of control over operating actiy- 
ities after a review of the cost reports and 
statements.’” 


The primary function of the system is 
the compilation of information in order to 
present it to management for control pur- 
poses. To fulfill this task, the system must 
be built upon simplicity itself. Only too 
often it is discovered that “exaggerated 
notions born of overenthusiasm for the 
imaginary need of cost breakdowns, de- 
partmental analysis, often accompanied by 
the accumulation of vaguely thought-to-be 
needed statistical data, will . . . incur costs 
that are totally disproportionate to the 
value of the results obtained.”* The con- 
struction of the system requires a thor- 
ough understanding of 


(1) the manufacturing procedure, 

(2) the organizational structure of the com- 

pany, and 

(3) the type of information desired and re- 

quired by management from the account- 
ing system. 

The manufacturing procedure and shop 
methods will lead to a consideration of the 
type of pay (i.e. piece rate, incentive, day 
rate, etc.), the control of inventories, the 
problem of costing tools, dies, jigs, and 
facilities, the methods of collecting hours 
worked, and many other problems. Facil- 
ities and equipment offer intricate prob- 
lems when the original structure is erected 


and bought under a Defense Plant Cor- 


1C. Van Sickle, Cost Accounting (1938), p. S 
(198), B's K. Lasser, Handbook of Accounting 
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poration contract and the maintenance of 
plant and equipment becomes a burden 
item of the company’s contract with the 
respective agency. The problem as to 
whether small tools, office supplies, and 
equipment should be capitalized or charged 
off as overhead has caused many a lively 
discussion among the various parties to the 
contract. Inventory control depends en- 
tirely upon the type of product. 

The organization chart will give a pic- 
ture of the superintendents and depart- 
ment heads responsible for providing the 
needed information in the accounting rec- 
ords. The system man must win their co- 
operation and confidence in order to install 
and establish a successful system. As the 
accounting department and its records re- 
ceive all information at the end of a long 
route through many other departments, it 
isessential to assure a correct and complete 
initial preparation of any document or 
data which result in posting to accounting 
records and subsequent presentation to 
management. The accounting records are 
no better than the information they re- 
ceive. The better the origin of the record, 
the better the result therefrom. System de- 
sign and its supervision have therefore be- 
come an integral function of the comp- 
troller’s office. 

Last, but not least, the system man must 
make contact with management in order 
to receive a complete picture of the type of 
information required. As stated, over- 
anxiety and fear of omitting some possible 
report or report possibility leads to unnec- 
essary breakdowns of cost and a top-heavy 
system. Management, however, desires to 
receive its reports in a condensed and pre- 
cise form. It was stated recently that the 
president of one of the largest corporations 
in the country frowns upon any cost re- 
port necessitating more than one page. 
Breakdown should be available, analysis 
should support the final figures, but the 
cost presentation should be made so that 
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“management by exception’ is possible, 
allowing intimate, compact, and ready in- 
formation regarding business activities. 
While the factory has been busy turning 
out the goods of war during the last three 
or four years, the office and the accounting 
department in particular have been busy in 
cost determination of the goods produced 
instead of cost control. A daily profit and 
loss statement will furnish management 
with the answer regarding the efficient 
uses of machines, men, methods, money, 
and material. To achieve this type of cost 
report must be the aim of the system. 

Mechanical Devices. Careful considera- 
tion and utmost study must be given to the 
question regarding the mechanical devices 
to be employed within the framework of 
the accounting system. Is the information 
gathered by the timekeeper on the daily 
job ticket to be tabulated by means of 
key-punch machines, sorting machines, 
and printers? Or is the information to be 
processed by hand with the aid of comp- 
tometer operators? How are material req- 
uisitions sent through the system? Are the 
cards also tabulated and the deductions 
made by posting totals only, or does the 
amount of material permit an individual 
entry on the inventory card without a 
summary tabulation? The latter method 
would require a pricing and its extension 
by comptometer and subsequent posting. 
Another method might result in the post- 
ing of the material direct to the work-in- 
process account, followed by a credit 
thereto and a charge to the cost of sales 
account on the basis of production accom- 
plishments, predetermined standards, and 
shipping documents. 

The installation of tabulating equip- 
ment is a costly matter, not only from the 
point of view of equipment, but also of 
personnel. Employees trained in the use of 
tabulating and key-punch machines are at 


2 F. V. Gardner, Variable Budget Control (1940), p. 
11. 
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a premium these days. Personnel difficul- 
ties in the tabulating department cannot 
be ironed out by a stroke of the pen, but 
require diligent and patient handling. With 
regard to equipment, it should be under- 
stood that the machines need continuous 
care and that the supply companies have 
encountered some trouble in retaining 
service personnel. A breakdown of the 
machine might considerably delay the 
preparation of a pay roll or any other rou- 
tine report. 

Personnel. The designing or redesigning 
of the system as a whole, and of the account- 
ing and cost system in particular, requires 
consideration of not only thé aim of the 
system, and the mechanical means, but 
also of the personnel engaged in carrying 
out the plans of management and of the 
comptroller’s office. Just as in shop experi- 
ence the worker of the war years has been 
recruited from a different environment or 
may never have been a shop worker be- 
fore, the office force is similarly composed 
of employees who are either novices in 
their work or have been away from office 
routine for some time. This is particularly 
true of many women who turned to war 
work upon the start of hostilities. The 
mechanics of a system should therefore be 
so designed that the methods employed 
allow for little regress from the general 
plan of order and coérdination. At the 
same time, the employee best fitted for a 
particular key-point in the organization is 
picked from the available number and 
trained in accordance with the procedure 
established. 

Yet it must be stated in all fairness that, 
in almost all cases, the employees have 
risen to their expected jobs and have estab- 
lished themselves securely within the 
structure of the business. It has been the 
author’s experience that many a woman 
employee thus trained has been a more 
faithful and conscientious observer of the 
regulations and the procedure than male 


employees. Male employees, especially in 
advanced positions, resent the so-called in- 
fringement upon their individual rights or 
ideas imposed upon them by the “‘system,” 
whereas the women employees are only too 
happy to follow through to the letter any 
rule laid down before them. 

Internal Audit. Once the system is de- 
veloped and the rules prescribed and set 
down in writing, the company personnel 
has to operate in accordance with these 
guides. Immediately such questions arise 
as “Are the rules understood in the way 
they were intended? Are they carried out 
accordingly? Even if they are understood, 
are they consistently and accurately fol- 
lowed?” The faster the size of the organiza- 
tion increases, and the greater and more 
complex the activities of the company be- 
come, the more difficult it is for manage- 
ment and department heads to observe 
and to control firsthand and at close range 
the working of the system and obtain a 
sound appraisal of the policies established. 
Therefore, an internal audit department 
has been entrusted with the task of over- 
seeing the execution of the system, of in- 
forming management of any lack of execu- 
tion or of cumbersome methods, and of 
suggesting the necessary steps leading to 
improvement. As the internal auditor is 
familiar with the company’s operations, he 
will be able to determine the soundness of 
the accounting procedures and their ef- 
ficient operation. As a “company” man, 
he possesses a knowledge of the normal 
flow of costs which enables him to judge 
more accurately the reliability of the re- 
sults obtained and reported through the 
various records based on accounting meth- 
ods and established procedures. 

At present, an internal audit depart- 
ment is able to recognize the value of the 
system and its proper functioning, since one 
of its tasks is the clearing of ‘exceptions” 
that are noted by the cost inspector. As 
the governmental inspector, particularly 
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the one established on the premises of the 
contractor, will “‘take exception” to all 
items presented that are not in agreement 
with the regulations and specifications as 
laid down in either the contract or the 
governmental audit procedure, the inter- 
nal audit department will trace the origin 
of the neglect and inform the system 
man of the findings. Pertinent informa- 
tion might have been omitted from a 
form prescribed in the procedure; a cer- 
tain document may not have been at- 
tached as a supporting evidence of the 
claim ; the accounting treatment of a.trans- 
action may not have been handled as re- 
quired. Whether the fault lies with the 
system or with an individual employee, the 
work of the internal audit department will 
bring to light the shortcomings of either. 
In the first case perhaps there is need for a 
change or a tightening-up of the system; 
the facts in the other might be noted in 
connection with merit rating of the em- 
ployee. In many cases the cost inspector 
suggests procedure changes when it is ap- 
parent that the existing methods must nat- 
urally lead to continuous exceptions. It 
has been suggested that the costs of clear- 
ing the exceptions be made the contractor’s 
sole responsibility with no reimbursement 
of such a pay roll. 

These are some of the basic general prin- 
ciples of system designing. Now let us: re- 
view a few specific problems that often 
develop out of companies’ contracts with 
governmental agencies. 

TD 5000. One of the first regulations 
issued by the Federal government in con- 
nection with the determination of allow- 
able items of cost was the Treasury Divi- 
sion 5000, which was later ‘“‘explained”’ in 
the so-called ‘‘Green Book” entitled “Ex- 
planation of Principles for Determination 
of Costs under Government Contracts.” 
As this explanation was merely prepared to 
present a basic outline of governing princi- 
ples and ‘‘did not intend to designate any 
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particular system of accounting or to pro- 
vide any rigid formula or set procedure,”’ 
the manufacturer—and particularly the 
comptroller’s office of the contractor—re- 
alized that these regulations led to a reori- 
entated thinking and executing of account- 
ing methods and procedures. The ‘Green 
Book” indicates that specific requirements 
are not expected, but that the contractor 
shall follow the classification of accounts 
in his own system so long as the system will 
furnish the information called for. “Any 
system of accounts and any method of cost 
accounting in use by the contractor should 
be acceptable if they are in accord with 
generally accepted and sound accounting 
practices.’’ ‘Standard cost accounting sys- 
tems, that is to say, cost systems making. 
use of standard or normal rates for manu- 
facturing costs as a means of management 
control are widely in use and are accept- 
able for cost determination under govern- 
ment contract, if the variations from actual 
costs are restored properly so that in the 
end the costs chargeable to the contract 
will stand upon the basis of actual costs.” 

Yet, even if the contractor possesses a 
system which offers him a fair and accurate 
picture of his business activities in the 
past, the acceptance of a government con- 
tract necessitates many changes, new 
schemes, and new methods. The “Green 
Book’’ states on page 11 that “‘the cost of 
materials, parts and supplies should be 
limited to their net cost after deduction of 
benefits of any kind arising from such pur- 
chases.”’ Cash discount is considered one 
of such benefits. A great many manufac- 
turers allow a discount of 2 per cent within 
10 days. In many instances, this period of 
grace has already expired because of the 
time necessary for delivery. The govern- 
ment agency will receive the credit in any 
case. Yet, even if the material arrived 
within the period allowed, the inspection 
department must examine the material 
and state its findings. A receiving sheet has 
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been designed wherein the top part is re- 
ceiving sheet and the bottom part is in- 
spection copy. Quantities received, in- 
spected, and passed can quickly be estab- 
lished by this form. Should the inspector 
reject the material, without considering 
return to the vendor, the inspection copies 
must state the responsibility for the rejec- 
tion so that invoices can be passed im- 
mediately. If the rejected material is re- 
turned to the vendor, the subcontractor’s 
invoice. and the company’s own debit 
memos are to be processed at the same 
time to assure the cost inspector that the 
governmental agency never paid for the 
material. Meeting the ten-day discount 
period requires codrdination of all infor- 
mation and the speedy flow of the paper 
work through all divisions to the account- 
ing department. 

Ordnance. Generally, the ordnance divi- 
sion presents the contractor with- an out- 
line of the audit requirements that must 
be adhered to by the company. Such re- 
quirements at first glance seem rather easy, 
almost simple, offering small difficulties in 
observing them. But when the system is 
outlined to all parties involved, it becomes 
apparent that a successful and quick reim- 
bursement for facilities, installation, and 
shipments necessitates a thorough under- 
standing of all steps through all depart- 
ments, collection of all information, all 
records leading to one central spot in the 
accounting department. 

The purchasing department must follow 
through with ordnance requirements, se- 
curing three bids, information regarding 
contingent fees, Federal excise taxes, ob- 
tainment of prior approval of the contract- 
ing officer’s representative, submission of 
purchase order and subcontracts for ap- 
proval, problem of number of copies to be 
submitted, changes in purchase orders 
necessitating supplements. All records pre- 
pared by the purchasing department must 
be made available to the accounting de- 
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partment in order to secure reimburse 
ment. At the time of receipt of the mate. 
rial ordered, the receiving sheet must tie 
in with the purchase order and be checked 
in the accounting department with the 
vendor’s invoice. In connection with 
vendors’ shipments, freight bills must be 
carefully scrutinized in order to assure 
proper allocation. 

For equipment, the ordnance division 
requires the preparation of the so-called 
“Historical Record.” While it is common 
accounting practice to capitalize the entire 
machine including attachment, expendable 
tools, and cost of installation, the ordnance 
division has found it expedient to separate 
the attachments, tools, and the installation 
costs from the basic machine. While at- 
tachments (mandrels, etc.) are amortized, 
expendable tools are charged to production 
as issued; installation costs are billed sep- 
arately and directly for each machine; and 
the machine remains the property of the 
ordnance division. Such a fourfold classifi- 
cation requires a thorough analysis of all 
the problems involved and means definite 
breakdowns on the purchase orders in or- 
der to pass invoices accordingly. The 
breakdown of purchase orders, however, is 
made difficult in some cases by the refusal 
of the manufacturer to indicate the indi- 
vidual cost of each component of the whole 
unit. He has sold the entire unit and is not 
interested in the accounting and reim- 
bursement problem of the customer. 

Spare Parts. Of greatest significance in 
the procurement organizations in the War 
and Navy Departments has been the ship- 
ment of spare parts. This outstanding 
need is particularly recognized in the air- 
craft industry. The mere speeding-up of 
the manufacture of spares was not suf- 
ficient to reach the fighting fronts, since 
in all these efforts the paper work had to go 
along too. An airplane consisting of ap- 
proximately-15,000 parts requires continu- 
ous overhauling and replacing. The spare- 
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parts master list which designates the 
parts the manufacturer is to furnish not 
only necessitates a follow-up system of the 
finest degree, but the shipping of the spares 
to the distant battlefields means a correct 
description of the parts delivered. Codes 
used are supported by master catalogues. 
Shipping papers must be durable enough to 
withstand water, salt air, and other influ- 
ences. Some manufacturers who are obliged 
to send spares to supply depots within the 
border of the United States print their en- 
tire shipping papers with the aid of key- 
punched tabulating cards. Often the cards 
are reproduced, and the reproductions are 
sent to the supply depots. Such inter- 
change of cards results in the keeping of 
identical records at both places and sub- 
stantially lightens the burdern of many a 
storekeeper. Whether he acquires his sup- 
ply box at some lonesome Pacific island or 
at a depot near a metropolitan center, the 
papers tell him at a quick glance the con- 
tents of the boxes in the code to which he 
is accustomed. Experience has shown the 
wisdom of expanding the shipping papers 
into orders, shipping reports, and invoices 
combined in one form that necessitates 
only one typing or printing to be repro- 
duced in sufficient copies for distribution 
to all parties interested. 

Termination. At no time is the system 
given a greater task than during the period 
of contract termination. It is then that its 
value can definitely be proven by the speed 
and the expediency of completing the job. 
The greatest burden falls upon the ac- 
counting department. While production 
ceases and shop employees are either 
switched to other jobs or even laid off 
temporarily, the comptroller and his staff 
find themselves confronted with a hercu- 
lean task. Inventories have to be taken; 
actual quantities must be checked with 
book inventories and adjustments must be 
presented to the governmental inspector; 
analysis and reasons must be given; trans- 
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fers must be made from active stores ac- 
counts to surplus stores; paper after paper 
will have to be processed. Hardly is this 
part started when the first sales of material 
with a wide market are made. Shipping 
papers must be priced, gains or losses on 
sales determined, invoices prepared, col- 
lection policy tightened up, and so forth. 

As the first notice of cancellation or ter- 
mination is received shop work will, with 
the approval of the technical inspector, 
taper off gradually; this is particularly 
true when a great number of employees 
and valuable equipment and material are 
involved. The period between the stopping 
of one contract and the starting up of 
another causes quite a problem in payroll 
distribution. Methods and steps must be 
devised immediately to accumulate the ex- 
cess or perhaps idle-labor charges in sep- 
arate shop orders and accounts until the 
new work can.be undertaken. General and 
administrative overhead might be charged 
to termination costs on the basis of floor 
space still occupied by the governmental 
agency concerned. 

War contracts with their numerous sub- 
and sub-subcontractors require a close 
check and control on the movement of ma- 
terial from one vendor to another, and per- 
haps to a third and fourth, before it 
reaches its final destination. The first 
vendor’s shipment and his invoicing to the 
prime contractor necessitate inventory 
control accounts which allow a check of 
these deliveries to the next supplier, to- 
gether with the transfer of the costs ac- 
cumulated. The same principle holds true 
for shipments of material from prime con- 
tractor to subcontractors, often completing 
a cycle of four or five suppliers. 

As the subcontractor prepares his claim, 
he is required to state the quantity of ma- 
terial shipped to him on consignment, and 
the amounts for which he did not pay, 
merely having charged for machining, 
treating, or assembling in his own plant. 
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Such control accounts are now of great 
value. Governmental agencies request a 
list showing the location of the material in 
various sections of the country, and im- 
mediately proceed to instruct the surplus 
material redistribution officer stationed 
there to dispose of the material. 

Only a few problems concerning system 
designing could be discussed in this article. 
The creation of a system and a procedure 
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division in many a company indicates that 
this phase of office activity has gained in- 
creasing recognition and will undoubtedly 
continue to do so. Only the organized and 
coérdinated effort of all employees, from 


president to office boy, can assure the suc-. 


cessful conduct of the business. The sys- 
tem unites the various links into a con- 
tinuous chain through all departments and 
activities. 


SOME ISSUES INVOLVED IN 
“ORIGINAL COST” 


PRICKETT CARTER 


RESCRIBED accounting systems for 

utility companies followed as a logi- 

cal and perhaps inevitable result of the 
large-scale consolidation and merging of 
these enterprises in the 1920’s and the 
manipulation of property accounts that 
was frequently involved. After the stock 
market crash in 1929 there was a clearly 
defined movement to re-examine accepted 
accounting procedures, in order to prevent 
the possible recurrence of such a disaster. 
Public utility accounting was subjected to 
governmental scrutiny early in this peri- 
od, and in the accounting systems pre- 
scribed there were stringent requirements 
as to the determination and recording of 
property costs, with particular emphasis 
placed upon disclosing original construc- 
tion cost. 

State regulatory commissions were the 
first to develop prescribed uniform sys- 
tems as a basis for exercising control, New 
York, Wisconsin, and New Hampshire 
being among the earliest to adopt them. 
The New York plan was soon invalidated 
by the courts of that state. A somewhat 
similar plan was adopted by the Federal 
Communications Commission in 1935, the 


use of which was subsequently upheld by 
the Supreme Court. The National Associ- 
ation of Railway and Utility Commis- 
sioners and the Federal Power Commission 
proposed similar systems for the utilities 
under their jurisdiction. 

The Federal Power Commission pro- 
gram, as proposed in the Federal Power 
Act, became effective on January 1, 1937. 
It allowed two years from that date for the 
reclassification of utility plant accounts. 
On May 11, 1937, the Commission ordered 
the utilities to file their reclassification of 
property, with an “original cost” study of 
electric property. 

The Federal Power Commission system 
required the division of electric property 
into separate accounts. The cost of plant 
construction, or the cost to the person 
first devoting it to public service, was to 
be carried in Account 100.1—Electric 
Plant in Service. The difference between 
the price paid by the present owner to 
acquire the property as an operating unit 
and the original cost was to be carried ia 
Account 100.5—Electric Plant Acquisition 
Adjustment. The excess of the recorded 
cost of plant over actual cost to the at- 
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counting entity (e.g. stock discount) was 
assigned to a special Account 107—Electric 
Plant Adjustments. 

In formulating the uniform system of 
accounts, the Federal Power Commission 
announced that it followed certain stand- 
ards in setting up the accounts. 


1. Accepted accounting principles. 
2. Information needed by management. 
3. Information needed by regulatory agencies. 


The system defined cost in the instruc- 
tions as ‘‘the amount of money actually 
\. paid for property or services or the cash 

value at the time of the transaction of any 

consideration other than money.” Al- 
though this is in accord witha the account- 
ing concept of cost, implicit in the ac- 
countant’s definition is the understanding 
that cost is the outlay of the present owner 
of the earning entity. Accounting is 
grounded on the assumption that each busi- 
ness is an entity—separate, distinct, and 
unigue—and accounting serves a funda- 
mental need in the administration of that 
entity in the historical recording of the 
transactions and operations of the enter- 
prise. According to this concept then, cost 
to a predecessor should in no way affect 

\the reality of the accounts of a present 
owner. The cost to a previous owner or the 
plant’s original construction cost could be 
desirable, however, for informational pur- 
poses, and for the apportionment of the 
acquisition price between tangible and in- 
tangible elements, without destroying the 
reality of the present owner’s actual in- 
vestment. 

Accountants recognize that the pur- 
chase price paid to acquire an operating 
entity or “going concern’”’ may consist of 
the current replacement value of the ac- 
quired physical assets plus an additional 
sum representing capitalized future excess 
earnings of the property. This additional 
amount is considered to measure in dollars 
the value which the purchaser is willing to 
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sacrifice for the privilege of possession of 
the potential profits, and which the seller 
accepts in compensation for the loss of 
such revenue. From the standpoint of ac- 
counting record, it clearly is desirable to 
break down such property costs into these 
component parts, instead of maintaining 
a heterogeneous lump-sum figure on the 
books, consisting of both tangible and in- 
tangible values. 

There can be no objection therefore to 
the Commission’s requirement that prop- 
erty costs be analyzed and classified. The 
Commission has considered the required 
breakdown as purely a fact-finding device 
that would not necessarily be decisive for 
rate-making purposes. Cost shown on the 
balance sheet in total would-be cost to the 
present owner. 

The plan of accounts must now be exam- 
ined to determine whether or not the re- 
quired classification of the fixed property 
account into its constituent elements is ac- 
ceptable from the standpoint of standard 
accounting practice. 

Although there can be no objection to 
recording initial construction cost in the 
accounts as a subdivision of cost to the 
present owner, the practice of the Federal 
Power Commission seems to lay stress on 
that element of cost to the extent of im- 
pugning the portion of the owner’s invest- 
ment which was made in excess of original 
cost. Accountants and utility companies 
seem to believe that in the eyes of the 
regulatory commission the part of the ac- 
quisition price allocated to Account 100.5 
does not represent a bona fide cost to the 
earning entity, and therefore is not to be 
given due consideration in the determina- 
tion of rates. Some people fear that the 
time will come when the rate base will be 
read directly from the books, with owner- 
ship return limited to original cost of 
utility plant facilities, if the property was 
later acquired as an operating entity. 

It is true that in many cases the pur- 
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chase price to the present owner does in- 
clude both tangible and intangible values. 
But regulatory commissions have not gen- 
erally made a distinction between the out- 
lay necessitated by an increase in the 
structural value of the property due to a 
general rise in prices and that portion of 
price paid which rested on the basis of the 
capitalized value of anticipated excess 
profits over a basic or normal return on 
investment. They have instead tended to 
treat the items in Account 100.5 as repre- 
senting only payments for the possession 
of intangible values. This conclusion is 
borne out by the fact that the instructions 
in regard to the periodic disposition of that 
account as a charge to operations make no 
attempt to relate the tangible component 
to the plant in service. The instructions 
state: 

The amounts recorded in this account with 
respect to each property acquisition shall be de- 


preciated, amortized, or otherwise disposed of as 
the commission may approve or direct. 


There can be no doubt in the mind of one 
acquainted with accounting theory that 
the element of the purchaser’s cost which is 
attributable to rising reproduction costs 
should be assigned to the physical asset, 
and should be charged into operations at 
the same rate as the contruction cost in 
Account 100.1 to which it is related. The 
cost of Account 100.5 which is assigned to 
the physical component plus the figure re- 
corded in Account 100.1 represent the in- 
vestment of the owner in the physical 
structure, exclusive of intangible value, 
and as such are prepaid costs of operations 
which are to be apportioned through peri- 
odic depreciation charges against the fu- 
ture flow of income. 

Proper treatment of the intangible cost 
element contained in Account 100.5, repre- 
senting prepayment of earnings expectan- 
cies, is not so clear as in the case of the 
depreciable element. Some accountants 
will maintain that “goodwill” is unlike 
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tangible assets and is not a wasting cost to 
be charged off periodically to operations, 
but rather an enduring investment from 
which benefits accrue as long as the enter- 
prise continues to earn income. It could be 
argued that the cost of this intangible 
value should be retained on the books of 
the purchasing unit permanently. Other 
accountants will assert that the action of 
competition will eventually eliminate the 
excess profits in anticipation of which the 
excess price was paid, and therefore that 
cost should be charged into the operations 
of the periods in which the enterprise en- 
joys high earnings. Still other accountants 
will maintain, chiefly as a policy of con- 
servatism, that “goodwill” is of doubtful 
value as an asset and its cost should be 
written off against surplus at the time of 
the purchase. 

Although “goodwill” may often be re- 
corded as an enduring asset on the books 
of a nonregulated industry, it is doubtful 
whether cost incurred for the possession 
of potential earning power should be per- 
manently maintained in the accounts of a 
public utility. Such costs represent a con- 
jectural and subjective determination of 
value—a price on which consumers should 
not indefinitely be required to pay a return. 
Indeed, it is probable that, in the case of 
a public utility company in which profits 
are regulated, anticipated high earnings 
will never materialize. There is some re 
ward in the rate for the assumption of risk, 
but. not one that is comparable with the 
unbounded profits sometimes possible to 
an unregulated enterprise under competi- 
tion. Therefore, purchase prices paid in an- 
ticipation of future excessive profits may 
prove to have been ill-advised. 

The instructions for the disposition of 
the costs placed in Account 100.5 provide 
neither for the depreciation of the physical 
component nor for the amortization of the 
intangible element. The apportionment of 
these costs to operations is left entirely to 


cost to 
rations, 
nt from 
enter- 
could be 
tangible 
200ks of 
Other 
ction of 
nate the 
hich the 
ore that 
erations 
orise en- 
untants 

of con- 
doubtful 
ould be 

time of 


n be re- 
1e books 
doubtful 
yssession 
| be per- 
ints of a 
it a con- 
ation of 
's should 
a return. 
> case of 
h profits 
earnings 
some re 
n of risk, 
with the 
ssible to 
competi- 
id in an- 
fits may 


sition of 
provide 
physical 
on of the 
yment of 
tirely to 


the discretion of the Commission. In the 
explanations given in the system in connec- 
tion with charges against revenue the way 
is open for the Commission to require the 
company to debit any of the following ac- 
counts at the time a credit goes to Re- 
serve Account 252 (Reserve for Amortiza- 
tion of Electric Plant Adjustment): 

Account 505 (operating expense), ‘This ac- 
count shall be debited or credited, as the case 
may be, with amounts includible in operating 
revenue deductions for the purpose of providing 
for the extinguishment of the amount in Account 
100.5,.. . pursuant to the approval or order of 
the commission.” 

Account 537 (miscellaneous amortization), 
“This account shall include . . . such amounts as 
the commission may, by order, require to be in- 
cluded herein, such as amortization of amounts 
in Account 100.5 Electric Plant Acquisition Ad- 
justments.” 

Account 414 (miscellaneous debits to sur- 
plus), to provide for “amounts chargeable to 
earned surplus not provided for elsewhere.” 

The Federal Power Commission has al- 
lowed little freedom in the disposition of 
costs in Account 100.5. In its order Num- 
ber 42-A, issued July 11, 1939, the Com- 
mission ruled that the utility can charge 
off such items in either of two ways, with- 
out further authorization: by a direct 
charge to surplus or by periodic amortiza- 
tion through a charge against revenue. The 
Commission has consistently held that 
these costs cannot be retired through nor- 
mal charges to operating expenses, pre- 
sumably on the theory that annual depre- 
ciation charges should remain uniform and 
undistorted by sales of property, but 
should be rapidly charged off through Ac- 
count 537. This refusal to recognize the 
amortization of Account 100.5 as a legiti- 
mate charge to operations and recoverable 
in consumer rates lays upon the investor a 
loss of the excess of the price paid to ac- 
quire property over the figure recorded on 
the vender’s books. The consumer is thus 
required to pay prices that yield a fair re- 
turn not on owner investment but on 
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“original cost”; stockholders must there- 
fore make provision for this amortization 
out of the earnings which accrue to them 
on “fair value.” The investor loses out- 
right all benefits resulting from intangible 
values, even though these values may be 
limited. This outlay for intangible assets, 
as previously stated, should be retired 
through amortization charges to opera- 
tions, and thus be borne by the con- 
sumers. The Federal Power Commission 
policy of treating such costs as revenue de- 
ductions rather than operating expenses 
does not have a good foundation in ac- 
counting theory. 

Criticism applicable to the “original 
cost”’ uniform provisions of the system of 
accounts has been directed mainly against 
the treatment of that part of the owner’s 
investment which is recorded in Account 
100.5. There can be very little objection to 
the assignment into a special account, 107, 
of the excess of book cost over actual cost 
to the owner. The items in this account 
include illegitimate write-ups, principally 
excess of recorded cost over cost stated in 
cash terms, or write-ups that set up un- 
realized appreciation. These items as as- 
sets usually serve no purpose other than 
to overexpand the rate base and match 
assets with securities issued. Accountants 
and the Commission agree that these 
“costs” should be removed with all pos- 
sible speed from the asset accounts, prefer- 
ably by a direct charge to the surplus 
which was created by their recordation on 
the books. But there is still disagreement 
over the treatment of Account 100.5. 

The Federal Power Commission system 
will be recognized as marking a step in the 
right direction for property accounting. 
The need for improvement in this respect 
cannot be denied. In the past, there have 
been flagrant abuses of the “fair return 
on fair value” principle perpetuated 
through the medium of a grossly inflated 
property account. Although the present 


226 


plan of accounts does not provide a pana- 
cea for all bad practices, the system does 
possess certain good features. 

The Commission’s classification of the 
property account of an earning entity 
marks the injection of a historical-cost 
basis into utility accounting, and the 
demise of appraised plant valuation as a 
predominant factor in the rate base. This 
is desirable both from the standpoint of 
accounting progress and from that of bene- 
fit to the consumer-public. The rate base 
is no longer to be inflated under the cloak 
of a lump-sum property account, consist- 
ing of appraised or estimated costs, write- 
ups, and intangibles of doubtful value. The 
price paid is now subject to analysis and 
scrutiny. 

Whereas public utility commissions for- 
merly relied on costly appraisals of repro- 
duction value, the cost factor has now be- 
come of increasing importance in rate pro- 
ceedings. Replacement cost was one of the 
major considerations in the valuation of 
the rate base under the “fair value” theory 
of utility revenue determination enunci- 
ated in Smyth v. Ames. Accountants have 
persistently urged the adoption of the 
“prudent investment” theory on the 
ground that utility companies are entitled 
to earn a return on their own cost, and not 
on any other cost figures. The revenue of a 
utility, just as the earnings of nonregulated 
industry, should be measured by the costs 
incurred by that enterprise to earn profits. 
In the rate proceedings which followed the 
initiation of the Federal Power Commis- 
sion program, there may be discerned a 
growing tendency to take into considera- 
tion the cost factor as significant informa- 
tion in evaluating utility property. The 
Supreme Court recently released the regu- 
latory commissions from application of the 
“fair value” rule, in the Hope Natural Gas 
Company case. This adjudication came as 
a natural outgrowth of present-day em- 
phasis on cost. 
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Prior to the introduction of regulated 
accounts, plant cost recorded on the books 
of utilities often exceeded the cash value of 
the consideration exchanged to acquire the 


facilities. This was particularly true in | 


cases in which property was purchased 
through the issuance of securities. Fre- 
quently in such instances the cash or mar- 
ket value of the securities did not equal par 
value, yet cost of the acquired property 
was recorded on the books at the face 
value of the securities. The fixed property 
account was thus overstated by an amount 
which was in reality a stock discount, and 
which should have been so classified. The 
Federal Power Commission’s system obvi- 
ates the possibility of this sort of manipula- 
tion under its provision that the difference 
between the cash value of the considera- 
tion exchanged in acquisition of property 
and the figure recorded in the accounts 
must be transferred, together with other 
illegitimate write-ups, to Account 107. 
Manipulation of property accounts with 
the intent of increasing the rate base was 
especially common in holding company 
systems. This was accomplished through 
the merging of operating subsidiaries. For 
example, if A, a holding company owning 
the stock of operating companies B and C, 
desired to expand the rate base and to in- 
crease the earnings of these companies, this 
objective could be achieved by having one 
of the operating companies acquire the 
plant of the other. In this hypothetical 
case, assume that Company B purchases 
directly from Company C, an affiliate, 
property which had been constructed at a 
cost of $3,000,000. If the intercompany 
profit between the affiliates is allowed to 
remain asa bona fide element of cost to 
one party, the property account of Com- 
pany B contains an excess of $500,000 
over the historical cost of the property to 
the system. The same results would be ob- 
tained if Company B buys the stocks of 
Company C at $3,500,000, and subse- 
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quently dissolves Company C. In either 
case, the rate base is increased by an 
amount equal to the intra-system profit. 

Although there is no indication on the 
face of the uniform systems of accounts 
that the accounting concept of cost is to 
be modified when the transaction “is be- 
tween affiliates, regulatory commissions 
have followed the rule that intercompany 
profits between affiliates are to be charged 
to Account 107, as an illegitimate write-up 
over and above bona fide cost. Support 
for this procedure was found in the prac- 
tice adopted by accountants in the prep- 
aration of consolidated financial state- 
ments. It must be recognized, however, 
that to the accountant, consolidated state- 
ments serve a limited purpose—i.e., show- 
ing the results of operation and the finan- 
cial condition of the units of an intercor- 
porate system as if the group constituted a 
single enterprise. In cases in which parent 
company ownership comprises one hun- 
dred per cent of the stock of subsidiary 
companies, the extension of such a pro- 
cedure to the purposes for which it is em- 
ployed by regulating bodies is not objec- 
tionable, but is in fact justifiable. The 
segregation of intercompany profits ren- 
ders impossible the overstatement of 
proper cost in intra-system transfers, pene- 
trating beyond the artificial bounds of 
corporation law into the substance and 
nature of the transaction. 

According to Federal Power Commission 
classifications, in the foregoing cases the 
original cost of Plant B, $3,000,000, would 
be recorded in Account 100.1, and the 
$500,000 intra-system profit would be as- 
signed to Account 107, unless the holding 
company A had originally acquired the 
stock of Company C at less than $3,500,- 
000. If this were the case, and the parent 
had purchased the securities of company 
Cat, say $3,100,000, the results would not 
be the same in the second case. In that 
event, in case B acquired the property of 
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C by purchase of the securities, the $100,- 
000 representing the system cost of the 
stock would be recorded in Account 100.5, 
and the remaining $400,000 would be 
placed in Account 107. Since it is apparent 
that the two transactions are similar in 
substance, if not in form, no such distinc- 
tion should be mace. 

The previous discussion is applicable 
only in cases in which the holding company 
investment constitutes complete owner- 
ship. Commissions have not always taken 
cognizance of the distinction to be made 
between affiliates, control of which is com- 
plete, and associates, ownership of which is 
less than a hundred per cent. Regulatory 
agencies have required the elimination 
from property accounts of profits on trans- 
actions between associates, thus applying 
the procedures of consolidated statements 
to corporate statements. 

The present treatment of property costs 
discriminates against purchasers subse- 
quent to the original owner or construc- 
tor. The ‘original cost” provisions are al- 
most prohibitive if an enterprise desires to 
acquire a “going concern” during a period 
of high prices, unless initial construction 
cost was also incurred during a time of 
equally high prices. If current replacement 
cost far exceeds cost to the original owner, 
the purchasing utility is faced with the fact 
that the part of the purchase price which 
reflects the enhanced value of the plant 
due to increased cost of materials will not 
receive fair treatment as a bona fide cost. 

Under the American economic system, 
in which prices fluctuate according to the 
phase of the business cycle, an amount 
which may be considered “prudently ex- 
pended”’ to acquire a given property varies 
with the price level. To determine whether 
a plant cost represents a reasonable out- 
lay, it must be related to prices prevailing 
at the time that it was incurred. The pur- 
chaser does have ‘“‘an equitable claim’’ to 
earn a return on that part of his excess 
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payment which reflects the increment in 
value due to a rise in the general price 
level. 

Moreover, if the purchasing enterprise 
can not hope to earn a return on its pay- 
ment in excess of construction cost (ex- 
cluding, for the moment, the excess at- 
tributable to earnings expectancies) its 
owners will not be willing to pay any 
amount in excess of plant construction 
cost. Unless the seller can expect to realize 
a profit in excess of his own outlay ex- 
pended to construct the property, he is not 
induced to sell, and utility properties are 
“frozen” in the hands of original owners. 
Desirable consolidations which would re- 
sult in more efficient service to the public 
may thus be precluded. 

Supporters of “original cost” uphold the 
prescribed classification for the reason 
that it perpetuates records of construction 
cost of a plant and minimizes variations 
in cost records resulting from changes in 
ownership of the property. They maintain 
that if “original cost” is the item carried 
on the books expressing a depreciable as- 
set, the charges to operations for exhaus- 
tion of plant are undistorted by prior sales 
prices of the property. Original cost classi- 
fication does undeniably accomplish these 
ends, but the result is of doubtful value. 
Depreciation charges estimate the amount 
of plant cost which has been consumed 
during an accounting period, and if the 
cost which is being apportioned to opera- 
tions is not cost to the present owner, the 
resulting charge has little relevancy to his 
determination of profit. 

According to the uniform system provi- 
sions, cost of properties acquired at the 
same time may be recorded on the books 
at widely divergent values. If a plant is 
constructed by a utility, the cost recorded 
in the accounts of the owner-constructor 
equals the value of the materials, labor, 
and overhead which go into its erection. 
If, instead of building a plant, the enter- 
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prise elects to purchase similar facilities 
from another operator, the acquisition 
price will be based on its value in terms of 
current prices, as previously shown. The 
cost of constructing an operating plant 
and the cost of purchasing a similar plant 
should be equal, allowing, of course, for 
the deterioration which the purchased 
plant has suffered during its - preceding 
periods of use. 

Under the uniform system of accounts, 
however, costs of owner-constructed prop- 
erty and costs of property purchased as 
an operating unit will be recorded in the 
accounts at entirely different figures. The 
property constructed by the utility is 
charged to the fixed property account, 
Account 100.1, at current market prices; 
the cost of the “going concern” which is 
purchased is divided between Accounts 
100.1 and 100.5. If the purchased property 
was constructed during a period of ex- 
tremely low prices, or devoted to public 
service at such a time, it is recorded in the 
Plant in Service account at a figure con- 
siderably lower than market value; the 
difference between that figure and the cost 
to the present owner is relegated to Ac 
count 100.5 as an “adjustment.” Under 
such circumstances, it is obviously to the 
advantage of the expanding utility to con- 
struct property instead of purchasing 
existing facilities. The ultimate result will 
be that there will be no market for utility 
properties during the periods of high prices. 

Under the present system, there is some 
doubt as to whether even the cost of 
owner-constructed property will receive 
the usual accounting treatment. It is 
sometimes argued that only the incre 
mental amounts of administrative and 
general expenses produced by the extra- 
operational function of erecting property 
should be charged to construction cost. In 
orthodox accounting, a proportionate 
amount of such expenses would be capital- 
ized in the asset account. 
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The charging of these, and all other prop- 
er costs, to construction is particularly 
necessary under the present classification, 
for if the expenses are not charged to orig- 
inal cost at the time of construction, sub- 
sequent owners of the plant cannot capi- 
talize them. The Federal Power Commission 
has consistently ruled that there is to be 
no “reaccounting.’’ This decision is proper 
in regard to properties erected before the 
initiation of ‘‘original cost,” because these 
general expenses have already been re- 
couped from consumers by the predecessor. 
However, plants erected after the inau- 
guration of the Federal Power Com- 
mission’s uniform system should bear 
their proper portion of such expenses, or 
the costs will be precluded from ever be- 
coming part of the rate base. 

It will be interesting to note how regula- 
tory commissions will react when the con- 
verse of the present cost problems presents 
itself. Let us suppose that in a long period 
of falling prices a utility company is forced 
to sell its plant at a price considerably 
lower than construction cost. Will the 
regulatory commissions follow the “‘orig- 
inal cost” policy through to its logical 
conclusion, and insist that the purchaser 
of the plant record cost on the books on the 
basis of the expenditures made by the 
original owner to construct the plant, al- 
though its own cost is materially less than 
that amount? It is extremely doubtful 
that regulatory agencies will allow such a 
statement of the rate base, with the at- 
tendant depreciation charges to opera- 
tions. Yet under the present program this 
treatment must logically follow. 

It is now apparent that the “original 
cost” provisions of the uniform system of 
accounts are not only incompatible with 
accepted accounting principles, but that, 
in addition, the requirements as to the 
recording of plant costs incurred in the 
purchase of an operating entity may result 
in outright injustice to purchasers of such 
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property. Although laudable in its attempt 
to prohibit abuses formerly practiced 
through manipulation of property ac- 
counts, the present classification and dis- 
position of fixed asset costs is still far re- 
moved from desirable accounting proce- 
dure. 

The remedy is simple. The following 
modifications of the accounts will bring 
them into conformity with accounting 
theory, and will eliminate the principal 
injuries.inflicted by the present plan. 

Account 100.1—Plant in Service—should 
be altered to include that portion of cost 
which may reasonably be estimated to 
represent the value of the acquired prop- 
erty in terms of current prices. This ele- 
ment of cost should be computed by ascer- 
taining the outlay necessary to procure at 
the time of purchase the required mate- 
rials, labor, and other items of cost to con- 
struct a similar plant. The cost thus allo- 
cated to Account 100.1 represents the in- 
vestment of the present owner in property, 
and should be apportioned to operations 
during the service life of the plant through 
periodic depreciation charges. This unex- 
pired cost which is yet to be exhausted 
through future operations should consti- 
tute an important factor in the determina- 
tion of the rate base. 

Account 100.5—Plant Acquisition Ad- 
justment—should include the excess of 
the total purchase price over the portion 
of cost reasonably assigned to the physical 
component. This cost would, of necessity, 
represent the payment made for intangible 
values, or capitalized earning expectancies. 
As previously demonstrated, the cost in- 
curred in anticipation of future excess 
profits should not be large in amount in the 
case of a utility company. Since the Com- 
mission must approve the purchase of an 
operating plant by a regulated utility, the 
Commission’s authorization of the acqui- 
sition price should be assent to the reason- 
ableness of such price. Although the pur- 
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chase price must be divided into costs in- 
curred in payment for tangible values and 
those incurred for intangibles, both would 
be recognized by Commission approval as 
bona‘fide costs. The intangible component 
assigned to Account 100.5 should be amor- 
tized through operating expenses, not by 
miscellaneous amortization, over the peri- 
od implicit in the computation of the capi- 
talization of excess earnings. 

Account 107—Plant Adjustments— 
should be retained in the accounting sys- 
tem with only slight changes. All illegit- 
imate items representing write-ups above 
bona fide cost should be recorded in this 
adjustment account and should be rapidly 
removed from the books, preferably by a 
direct charge to surplus. If such a charge 
will result in a debit balance in the surplus 
account, it may be necessary to amortize 
these amounts through the accounts pro- 
vided for revenue charges. Although such 
amortization cannot be recommended from 
the standpoint of correct accounting pro- 
cedure, it may be justifiable on the grounds 
of regulatory expediency. 

Intercompany profits between affiliates 
are rightfully assigned to this account if 
parent investment constitutes complete 
ownership of subsidiary securities. Pay- 
ments made in the purchase of property 
from a corporate associate do not properly 
go into this account; transactions between 
associates should be treated as being at 
arm’s length unless there is conclusive evi- 
dence that such payments are excessive in 
amount. Case-by-case examination should 
be given these purchases to determine the 
propriety of the proffered payment. If the 
Commission, when authorizing the pur- 
chase, finds that the acquisition price is 
excessive as judged by the standards set 
up in purchases between nonaffiliates, it 
can require the recording of excess cost in 
Account 107. 

The above modification of the provisions 
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of the uniform system in regard to prop- 
erty costs will bring that plan of accounts 
into conformity with accounting princi- 
ples. Moreover, they will eliminate dis. 
crimination against purchasers subsequent 
to the original owner, and afford proper 
treatment to that part of payment which 
is necessitated by changes in the price 
level. The present arbitrary instructions 
as to the disposition of acquisition costs 
incurred over construction cost will be 
replaced by just and fair treatment of this 
portion of the owner’s investment. A} 
though it has been contended by critics of 
regulated accounts that accounting is a 
utilitarian tool of business which should 
not be put under the control of rigid and 
inflexible requirements of uniformity, there 
can be no objections to uniform systems of 
accounts if their provisions are in accord 
with accepted accounting theory. 

It may be added that the present cost 
provisions of the system would accom- 
plish the same results as the proposed 
changes if there were no fluctuation of 
prices in our economic system. Building 
on the hypothesis that prices are perma- 
nently maintained on a stable level, it is 
obvious that the capital outlay necessary 
to construct a given plant at any time will 
remain at the same amount. The cost nec- 
essary to reproduce a given plant will ap- 
proximate its “original cost.” An enter- 
prise purchasing a “going concern” would 
simply record on its books, as that portion 
of cost attached to the physical compo- 
nent, the original cost of the constructor, 
less an allowance for actual depreciation 
of the plant. The payment made in excess 
of that amount would of necessity consist 
of a cost incurred for intangible values. 
The resulting classification of cost is recog- 
nized as being the same as the classifica- 
tions of the proposed modifications which, 
however, allow for changes in monetary 
values. 
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THE ACCOUNTING EXCHANGE 


A. C. LITTLETON 


OORDINATED RESEARCH. The 
be extensive plans of the American In- 

stitute of Accountants for organized 
research are a highly promising feature of 
near-future developments in accountancy. 
And suggestions made at meetings of the 
American Accounting Association regard- 
ing a statement of cost accounting princi- 
ples and an analysis of the curriculum 
problems involved in accounting educa- 
tion point in the same direction. 

Another suggestion has recently ap- 
peared which could be made a basis for 
enlarging the extent of accounting re- 
search activities and coordinating the proj- 
ects in that field. It comes from Gay Car- 
roll, controller of the Humble Oil and 
Refining Company, and was made in the 
course of an address on December 19, 1944, 
before the Houston Control of the Con- 
troller’s Institute. The essence cf his pro- 
posal is outlined below. 


1. That a national committee on accounting 
be organized, consisting of twenty-one mem- 
bers, three to be selected from each of the 
following organizations: 

Controllers Institute 

American Institute of Accountants 
American Accounting Association 
National Association of Cost Accountants 
Institute of Internal Auditors 

American Economic Association 
National Association of Credit Men 

. That an executive committee of this 
national committee, consisting of seven 
members, one representative from each of 
the above organizations, be set up to func- 
tion for the larger committee; 

. That the executive committee of the 
national committee appoint a director of re- 
search and supply a staff sufficient to pro- 
vide: 

a. A statement of accounting principles 
which, when passed on affirmatively by 
the national committee, can in fact be 
called a statement of accepted principles 
of accounting; 


b. A bulletin on accounting terminology 
and definitions; and 

c. Other publications devoted to improve- 
ment in accounting statements, tech- 
niques, procedures, etc., which the re- 
search staff may be called on to prepare. 


The. proposal has much to commend it, 
and the preliminary development of such a 
cooperative movement now could emerge 
after the war as a going concern. If, in the 
beginning, it should not seem feasible to 
have a joint director of research or to 
maintain a joint research staff, such a com- 
mittee could nevertheless become a con- 
tinuing agency active in conceiving proj- 
ects suitable for existing organizations to 
work upon and in sensing the possibility of 
avoidable duplications or the need for 
joint consideration of specific aspects of a 
given problem. 

Accounting principles and_ technical 
standards are of such broad significance 
that their usefulness extends beyond any 
single organization. Therefore their for- 
mulation in words—or when necessary, 
their later restatement—should be of in- 
terest to all organizations in contact with 
accounting. 

The spreading of knowledge of what is 
good accounting, however, is as important 
as determining what shall be considered 
good accounting, and why. In the phrases 
“accepted principles” and “accepted stand- 
ards,” the adjective should be construed 
broadly. Acceptance, in the best sense, is 
not the adoption of an idea by a committee 
or the promulgation of a proposition with 
stated reasons in support. Acceptance is 
not expressed by understanding and as- 
sent on the part of readers and listeners. 
Acceptance must be indicated by use and 
application of the idea under proper cir- 
cumstances. 

It is in helping to spread the use of a 
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principle or standard so that it may in fact 
become ‘‘accepted,”’ that such a cooperat- 
ing organization could perform particu- 
larly desirable services. The power for 
good of a widely-used (that is, accepted) 
standard, principle, rule, or technique 
would be very great. And it would repre- 
sent at once the democratic approach to a 
desirable degree of uniformity, and a 
strong, yet flexible, solution of a given 
problem. For it is implicit in research work 
by people skilled in their field (1) that the 
basis of their announced views will be 
careful study and full debate, associated 
with a preference for following known 
reasons toward good objectives, and (2) 
that their views, being always open for 
criticism, will always be subject to re-exam- 
ination when new evidence or changing 
objectives makes this reasonable. 

If the urge to do research in accounting 
is carefully cultivated, and if an unselfish, 
scientific attitude of mind is adopted 
throughout, research will be worth while 
whatever its results and whoever does the 
work. The war years have shown fine re- 
results from cooperation in industrial re- 
search; that lesson should not be lost when 
accounting research is under considera- 
tion. 

Federal Accounting. Elsewhere in this is- 
sue Mark S. Massel urges that accountants 
going into government service should have 
the same preparation that they would 
receive in anticipation of general account- 
ing and cost accounting. 

Professor Lloyd Morey, University of 
Illinois, points out that the author, in 
speaking at the September meeting of the 
Association, obviously was thinking only 
of work in an agency of government deal- 
ing with business and industry. Professor 
Morey writes further as follows: 

“There is another field of government 
service, however, where a somewhat more 
specialized line of training is needed, that 
is, in the fiscal services of the various 
branches of government. These services 
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deal with the accounts and other fiscal} 
procedures of the agencies themselves. For 
persons desiring to go into such activities, 
a knowledge of the principles of govern. 
mental accounting, public finance, and 
political science is highly important. 

“The underlying principles of govern- 
mental accounting may now be studied in 
available literature, and in courses offered 
in many university departments of ac 
countancy. Advanced courses in this sub- 
ject may deal with the specific procedures 
of the Federal government, concerning 
which there is a steadily increasing quan 
tity of available material. While such stud- 
ies will not acquaint an individual with 
the myriad ramifications of Federal fiscal 
procedure, they will do much to prepare 
him for a quicker understanding of these 
matters. 

“In the past, the Federal organization 
has been notably deficient in properly 
trained accountants. The majority of per 
sons engaged in this activity in the govem: 
ment gained their knowledge merely by 
learning the particular methods followed, 
with little or no understanding or ability 
to understand the principles which govern 
or should govern such matters. The war 
has brought a marked change in that 
situation. Many well-trained and qualified 
accountants have entered government 
service in assignments directly in line with 
their preparation and experience. Not 4 
few of these persons may remain in this 
service. Thus there will be in the govern 
ment organization at least a nucleus of 
persons well grounded in the ‘why’ as well 
as the ‘what’ and the ‘how’ of government 
accounting procedures. A similar change 
has been going on for some time in the per- 
sonnel of state and local governments. 

“Much yet remains to be done in the 
improvement of accounting in public um 
dertakings. This is especially true in the 
Federal government. There is a great op 
portunity for service for well-qualified per- 
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importance of selection for posts of major 
accounting responsibility in public service 
only of men who have adequate accounting 
training and experience. Schools of bus- 
jness can aid in meeting this need by mak- 
ing available opportunities for study of 
governmental accounting and financial 
management.”’ 

Governmental accounting is probably 
the largest area of financial activity not yet 
subject to the “statistical discipline” of 
systematic methods of accounting and re- 
porting. But there are encouraging signs 
suggesting that concrete developments 
may be closer than most people realize. 
One example is the conference on Federal 
Government Accounting sponsored in 
December, 1943, by the American Insti- 
tute of Accountants in cooperation with 
the United States Treasury Department, 
the General Accounting Office, and the 
Bureau of the Budget. Two results have 
followed that meeting: the papers pre- 
sented were later published in a pamphlet 
of more than 100 pages, and more recently 
a broadly representative committee has 
been proposed to continue consideration of 
the problems of accounting control, audit- 
ing, and financial reporting of Federal 
government organizations. 

On invitation of Senator Harry F. Byrd, 
chairman of the joint committee on reduc- 
tion of nonessential Federal expenditures, 
the following people have been asked to 
serve on such a committee: E. F. Bartelt, 
commissioner of accounts, United States 
Treasury Department; George P. Ellis, 
committee on Federal accounting, Ameri- 
can Institute of Accountants; J. Weldon 
Jones, assistant director in charge of the 
fiscal division, Bureau of the Budget; E. L. 
Kohler, committee on Federal accounting, 
American Institute of Accountants; Lloyd 
Morey, committee on Federal accounting, 
American Institute of Accountants; John 
B. Payne, controller, United States Com- 
mercial Company, Foreign Economic Ad- 
Ministration; W. R. Quigley, assistant 
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director, Office of Budget and Finance, De- 
partment of Agriculture; Nathaniel Roy- 
all, chief auditor of the Reconstruction 
Finance Corporation; R. H. Schlaughter, 
assistant chief of investigations, General 
Accounting Office; Henry P. Seidemann, 
Brookings Institution; Leland G. Suther- 
land, committee on Federal accounting, 
American Institute of Accountants. 

Bank Reconciliation. This subject was 
briefly discussed in the ACCOUNTING RE- 
view of July, 1944, by Professor Thomas 
Byrnes, whose presentation draws the fol- 
lowing comments from Roger W. Briggs 
of Des Moines. 

“In his second paragraph Mr. Byrnes 
stresses the importance of a comparison 
of each paid check returned by the bank — 
with the individual debit charged on the 
bank statement. Inasmuch as no excep- 
tions were mentioned by Mr. Byrnes I as- 
sume that he recommends this procedure 
in all audit programs. If such a program is 
followed in an audit of Joe Doak’s grocery 
store there may be no objections to its use, 
but to apply the same routine to a corpora- 
tion having 2,000 employees, a weekly pay 
period, and two or more general bank ac- 
counts is an entirely different matter. 
Under such conditions the magnitude of 
the job would be so great as to be imprac- 
ticable. Such a procedure applied to only 
one or two months of the year would in- 
crease the cost of the audit to a point 
where the client would have a justifiable 
complaint as to the cost of the audit. 

“Reference was also made to the use of 
the bank’s adding machine tapes the detail 
of which is to be checked against the indi- 
vidual items on the bank statement. I 
believe it is readily apparent that this 
practice would be subject to the same 
limitations mentioned in the preceding 
paragraph. 

“One of the initial steps in a good audit 
is a careful review of the system of internal 
control and it is as important on a return 
engagement as on a new audit. If the audi- 
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tor is satisfied that the system is adequate 
for a proper control of cash, and there is no 
reason to believe that a defalcation of cash 
is being accomplished it seems reasonable 
to believe that it is not necessary to go to 
the lengths advocated by Mr. Byrnes. It is 
not my intention to disregard nor take too 
lightly the procedure suggested. On oc- 
casions I have found it necessary to make 
an individual reconcilement of cash debits 
on the bank statement but only when I 
was unable to get a balance by the usual 
means. One such instance occurred in an 
organization where there was no system of 
internal control, the bank account had not 
been reconciled for nine months, and the 
cancelled checks had been sorted numeri- 
cally without regard to the month they had 
been cleared by the bank. 

‘While it is possible that a fraud may 
escape detection if the verification of re- 
turned checks with the bank statement is 
not made, the fraud certainly should be 
detected in the illustrative case given in 
paragraph three. The bookkeeper-cashier 
in the example has entered the $2,100 
check in his checkbook and cashbook as 
$2,900 but entered it in the creditor’s ac- 
count as $2,100. To keep the accounts 
payable control account in balance with 


the subsidiary ledger he has underfooted. 


the accounts payable column of his cash 
book by $800. To preserve the balance in 
his crossfootings, he overfooted the general 
ledger column of the cashbook by the same 
amount, $800. If we now proceed to post 
all entries and then run a trial balance on 
the general ledger we would find the ac- 
counts out of balance by $800. This is due 
to the fact that items in the general ledger 
column of the cashbook are posted not in 
total but individually and, therefore, the 
overfooting of the general ledger column 
does not affect the general ledger accounts 
and the ledger.will not be in balance. The 
auditor should be immediately alert when 
the trial balance is ‘out’ and the de- 
termination of the reason for the dif- 


ference should disclose the defalcation, 

“In paragraph four the practice of ‘kit: 
ing’ is discussed, and I was disappointed 
to see how lightly Mr. Byrnes treated the 
matter of an independent confirmation of 
bank balances at a date subsequent to the 
audit date and reconcilement at such sub- 
sequent date. If the auditor requests an 
independent confirmation of bank balances 
subsequent to the audit date and prepares 
a bank reconcilement at that time, paying 
particular attention to tracing deposits in 
transit at the audit date to deposit after 
the audit date, and carefully inspects all 
vouchers for the last few days, he should 
detect ‘kiting’ if it is being practiced. 
This procedure should be applied to every 
bank account and should be a part of the 


regular procedure on all audits of cash., 


“The amount of reliance that can be 
placed on deposit slips in the possession of 
the banks is a moot question. Banks 
usually verify only the total of the deposit 
slip with the deposit and do not check 
individual items on the slip with the de- 
posit; thus, the total may be correct but 
the detail, if any, on the deposit slip may 
be worthless. If it is desired to see that 
daily receipts are deposited intact it is 
suggested that the auditor supervise the 
preparation and deposit of the cash re- 
ceipts. This is a matter that admittedly 
requires tact on the part of the auditor if 
there is no suspicion of a cash shortage, 
and its value, if announced to interested 
persons beforehand, is questionable. It 


may even be desirable to resort to some j 


other procedure to see that daily receipts 
are deposited intact. 

“Tt would be difficult to stress too highly 
the necessity for a thorough audit of cash, 
but not all known procedures would be 
applied on every audit. The routine of any 
audit should be tempered by the account- 
ant’s judgment, his appraisal of the system 
of internal control, the purpose of the 
audit, and other factual information at his 
disposal,” 
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Why and How. In the Journal of Ac- 
countancy for November, 1944 (p. 442), 
Norman E. Webster makes a point which 
teachers could well expand in their class- 
room practice. ‘“‘But even in the under- 
graduate curriculum the stress seems to be 
placed upon the ‘how’ rather than upon 
the ‘why’—upon doing rather than think- 
ing. This is the attitude of the student and 
it appears that it is too generally that of 
the teacher. However, the responsibility 
for this attitude does not rest upon them 
alone. Practitioners have encouraged this 
approach to the matter; perhaps they orig- 
inated it.” 

Teachers, in addition to being encour- 
aged in their ways by many practitioners, 
probably emphasize the hows of account- 
ing because they believe it is their duty to 
transmit knowledge of traditional proce- 
dures and because they want to use teach- 
ing materials that are concrete rather than 
abstract. Both of these are good ideas 
about teaching, but they are not very 
satisfactory if they stand too much alone. 
There is also a duty, perhaps the most im- 
portant of all, to help the students learn to 
think. It is difficult to accomplish this by 
holding closely to descriptions of estab- 
lished procedures. That approach would 
tend to put a premium on simple remem- 
bering and leave the student unaware that 
the future will often call upon him to re- 
solve satisfactorily novel situations which 
were not described in his texts. For that 
reason, among others, something more 
than the how of traditional procedures is 
needed to make teaching effective. It is 
the why of things done that makes the 
most lasting impression and does most to 
generate a capacity to face new problems. 

In thus placing due emphasis on the 
whys, it is not necessary to abandon the 
concrete and become confusingly abstract. 
Concrete situations and needs can be used 
as a base—a concrete base—for thinking 
about whys. The reasoning involved will 
then lose the color of abstraction, and the 
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reasons given become relevant, significant, 
explanatory. Theory (reason, explanation) 
that is related to understanding definite 
situations, purposes, and objectives is not 
likely to seem abstract. When the treat- 
ment given to a situation is rendered with 
understanding of the surroundings, ob- 
jectives, and reasons, it can be a reason- 
able treatment as well as traditional. 

Thus good teaching will not need to 
give less of the how to make room for 
more why. It will need only to see to it, in 
discussing concrete situations, that they 
are adequately clothed with good reasons 
(i.e. theory). If time presses we can then 
recall that the doctrine of knowing a lot 
about a little is probably sounder than one 
of knowing a little about a lot. In most 
teaching some of the familiar topics could 
well be omitted and others enlighteningly 
amplified. 

Raising the Sights. Teachers are likely to 
discharge their professional obligations 
better if they set their sights high. They 
cannot hope to prepare students to be ac- 
countants. Their function is to start stu- 
dents on their way to becoming account- 
ants. Capacity to become is more valuable 
than drill in what now is accounting. In 
line with this thought is another: account- 
ing students need to be pushed more in the 
direction of understanding and breadth 
and less toward skills and techniques. 

Are accounting students generally en- 
couraged to read discussions of big issues, 
to examine conflicts between ideas within 
accounting and with ideas in neighboring 
fields? Isn’t college a place for stretching 
one’s intellectual tissues; for stirring the 
imagination with possibilities not yet de- 
vised into procedures; for exercising facul- 
ties of judgment under circumstances in 
which the penalty for mistake is small? 

Some students may take a course in the 
History of Economic Theory; others in- 
clude in their program such items as As- 
pects of Constitutional Law, Principles of 
Jurisprudence, Fundamental Concepts of 
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Mathematics, Philosophy of Science. Stu- 
dents who major in economics, history, 
political science, mathematics, or science 
are offered options like these. Such courses 
are mind-stretchers. But there are no com- 
parable offerings for students majoring in 
accountancy. They only exercise their 
minds over minutiae. That, of course, is an 
important exercise because accounting 
inescapably involves a multitude of de- 
tails. Yet accountants in real life are often 
concerned far beyond the details. Should 
not prospective accountants in school be 
led to lift their eyes some of the time to- 
ward distant horizons? If it is valuable to 
study the why as well as the how of specif- 
ic procedures, it should be valuable to 
study, for example, the social purposes 
served by accountancy as well as the con- 
tractual obligations. 

Elsewhere in this issue George O. May’s 
article points to some of these larger ac- 
counting matters, and the same can be 
said of his recent book Financial Account- 
ing. He points out, for example, that it 
should be distinctly educational if students 
were to consider the way income would be 
expressed ideally if all difficulties of meas- 
uring cost and revenue were overcome. 
Those difficulties could then be given sepa- 
rate study with adequate perspective. 
Students, whatever their ultimate line of 
accounting service, would be benefited if 
they had a good understanding of the way 
cost and administrative accounting has 
been evolving in close harmony with 
modern needs. In his view, compared with 
the cost accounting of today, financial ac- 
counting still is “crude, timid, hidebound, 
and unimaginative.” 

These are stimulating thoughts. If we 
understood better how industrial account- 
ing got where it stands, we probably could 
work more intelligently at the task of help- 
ing financial accounting to catch up. Indus- 
trial accounting has not been functioning 
for nearly fifty years within the confines 
of a pattern set in 1896 or earlier. In- 
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dustrial accountants have not been cir- 
cumscribed by restricted views regarding 
both their function and the opportunities 
for extending their services. They have 
not hesitated to invent alternatives and 
vigorously argue their merits. Nor have 
they been fearful of boldly experimenting 
toward large, known objectives. 

Outside of cost and administrative ac- 
counting most technical education is, in 
one way or another, focused upon the CPA 
examination. Even outside of review 
courses, CPA materials greatly influence 
the teaching content; this effect often ex- 
tends into postgraduate courses. These can 
be useful teaching materials, especially if 
they are related to learning to think, not 
merely learning to do. That is to say, there 
is no need to solve examples of every type 
of prior CPA problems in order to learn 
how to think through accounting situa- 
tions. Have these teaching materials been 
carefully arranged in order to stair-step 
the approach to analytical thinking? Or 
are they being presented topically, with 
easy items being given late in the program 
as well as early? 

Trained Powers of Observation. Some 
laymen probably tend to conceive of the 
public accountant as a “checker-upper” of 
bookkeeping details. And no doubt there 
are “‘tick-mark practitioners” whose work 
might seem to support that view. On the 
other hand, some laymen seem to believe 
that the public accountant carries his veri- 
fication activities to such a point that his 
signature on a balance sheet practically 
guarantees that no fraud has been con- 
cealed beneath the figures. 

Businessmen of substantial experience 
are better informed and expect more in one 
case and less in the other than these ex- 
tremes. They know that the best service 
the independent public accountant cal 
render his client is sometimes not t00 
closely related to verification at all. 

On this point M. C. Conick, president 
of the Pennsylvania Institute of Certified 
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Public Accountants, writes in The Spokes- 
man (November, 1944) in part as follows. 


The talents of a practicing public accountant 
and the relative importance of his services to the 
business world can, in my opinion, be classified as 
follows: 

First: His trained powers of observation to dis- 
cern quickly and accurately accounting problems 
dealing not with generalities but with specifics, 
such as purchasing, pay roll, inventories, per- 
sonnel, sales, financing, reorganizations, federal 
and state tax effects, requirements of the stock ex- 
changes and public regulatory bodies, and others. 

Second: His training and experience to devise 
or improve accounting methods and systems and 
to prescribe procedures for a more effective and 
sounder internal accounting control for enter- 
prises, regardless of variety, size, or complexity. 

Third: His training and experience to verify 
accounts independently. 

I am fairly well convinced that those who en- 
gage public accountants appraise the relative 
value of their services in approximately the above 
order; however, this does not minimize the im- 
portance of verification. 

The complexity of doing business and the im- 
portance of the certified public accountant in 
solving business problems have placed the ac- 
counting practitioner in the enviable position 
where his clients and the public alike expect of 
him a fair greater exercise of his skill than that 
needed to verify accounts. The forces which are 
bringing this about are as irresistible as are the 
laws of progress. 

Thus the practitioner of tomorrow must have 
more than a good knowledge of bookkeeping. A 
good knowledge of bookkeeping was perhaps 
sufficient a half century ago when the present 
phase of the public accounting profession began 
to assume greater importance, but it is not 
sufficient today. Our professional obligation to 
the public and to our clients is to impose rigid 
requirements in the matter of education, aptness, 
personal character, and experience upon those 
seeking to become practicing accountants. 


A good deal of the usual classroom work 
in the upper division of college deals with 
CPA examination problems, either directly 
as published or remade in varying degrees 
of topical difficulty. Can this kind of edu- 
cational experience serve to develop the 
strong powers of observation which Mr. 
Conick places first in importance? Formal 
education cannot expect to replace en- 
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tirely the educational aspects of practical 
experience. But are we doing all we can to 
develop the powers the practitioner needs? 

Second in his list is devising and im- 
proving systems. Does-a single course in 
accounting systems—the limit of the usual 
offering—provide enough preparation in 
this direction? It may be that systems 
should be to accounting education what 
anatomy is to medical education. If formal 
instruction in “accounting anatomy” is to 
be increased, what is it to replace in the 
present four-year program? First answers 
probably would include a proposed five- 
year program, or a highly specialized pro- 
fessional college, instead of replacing any- 
thing. But these possibilities are so far 
away from realization, and for so many 
reasons, that we are thrown back upon the 
necessity for giving further study and ex- 
periment to the improvement of the typi- 
cal four-year program. When that has 
been reasonably well done, perhaps most 
of the educational problems that remain 
could be satisfactorily met by the develop- 
ment of staff schools for men who are 
clearly committed to the profession and 
already experienced in it. 

These considerations raise still other 
questions about the teaching of account- 
ing. Are the students in accounting classes 
trained by their work into good habits of 
clear thinking? Is their curiosity devel- 
oped into a wish to explore accounting 
details and understand its imponderables? 
Do they grow to like searching about 
within something that is puzzling? Does 
their activity produce a sense for facts ar- 
ranged to reflect orderliness and appro- 
priate organization? What parts in their 
instruction are designed to generate the 
power to discriminate sensibly between 
alternatives, and to judge relevancy, ade- 
quacy, significance, right and wrong? 
What is done, by clear intent, to condition 
their minds for future growth from expe- 
rience, to exercise their minds in construc- 
tiveimagination and fertility of suggestions? 
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Most of these, perhaps all, should be 
goals in teaching accounting, They could, 
with considerable benefit, be written into 
the textbooks and made part of the teach- 
ers’ daily preparation. Clearly this ap- 
proach would be more desirable than that 
of mildly hoping that the students will 
catch the idea finally. It is better, too, than 
to despair of ever accomplishing very 
much with most students. 

Student Achievement Tests. A little more 
than fifteen years ago Professors O. K. 
Burrell and A. B. Stillman of the Univer- 
sity of Oregon conducted an experiment 
for three years in using objective tests as a 
basis for predicting freshman achievement 
in accounting. The results were reported 
in the ACCOUNTING REVIEW of September, 
1929 and 1930. Since those back numbers 
are out of print and there is a growing in- 
terest in developing aptitude tests for ac- 
counting, some parts of the earlier reports 
are summarized here by permission of the 
authors. 

If suitable tests could be devised which 
would accurately predict accounting abil- 
ity, several purposes would be served. The 
courses in accounting might be reorgan- 
ized to provide material appropriate to the 
students’ inherent aptitudes for the work. 
It should be possible to detect the loafer 
and to determine exterior causes of poor 
work. Some statistical measurement could 
be made of the relative efficiency of several 
instructors teaching the same course. Ad- 
visors could discourage prospective ac- 
counting majors who were not well fitted 
to become accountants. 

The first experiments were designed to 
test ability (1) to make arithmetical com- 
putations accurately, (2) to arrive at 
rational conclusions in problems involving 
arithmetical reasoning, (3) to reason with 
abstract terms, (4) to discriminate in 
classifying accounting materials, (5) to 
read understandingly a problem in ac- 
counting. 

These tests were given to students be- 


fore they had studied accounting. Later 
the results were correlated with the grades 
earned in the regular final examinations 
and with those indicated in the freshman 
intelligence test—that prepared by the 
American Council on Education. In the 
case of the former, the correlation pro- 
duced was r=+.60; in the latter, r= 
+.557. These results, the authors believe, 
showed that there is a close relationship 
between general intelligence and achieve- 
ment in accounting classes and that these 
special tests were not materially better as 
an instrument for predicting accounting 
ability than the general tests. 

In subsequent experiments four addi- 
tional tests were added to these five. The 
new ones were designed to test (6) rote 
memory, (7) reading nontechnical account- 
ing material, (8) business vocabulary and 
experience, (9) accuracy in tabulating 
factual material. 

Experimental evidence finally led to the 
selection of three of the nine tests as the 
most useful: (4) ability to discriminate in 
classifying accounting materials, (8) busi- 
ness vocabulary and experience, (1) abil- 
ity to make arithmetical computations ac- 
curately. 

These three were believed to measure 
practically all the aptitude factors that 
were measured by any of the other tests 
tried. The coefficient of multiple correla- 
tion of the three aptitude tests and ac- 
counting accomplishment (final examina- 
tion) was r= +.64, whereas the coefficient 
of relationship between general ability 
scores and accounting achievement was 
r=+.51. Multiple correlation between a 
battery of six tests (including these three) 
and the final examination was r= +.6/. 
For the three tests alone, r= +.64. This 
gives a coefficient of reliability of r= +.86. 
The three tests finally selected thus seem 
to produce an improved instrument for 
predicting accounting accomplishment, 
and one that is materially better than a 
general intelligence test alone. 
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Measuring the Quality of Teaching. One 
of the purposes of the Burrell-Stillman ex- 
periments was to see whether a statistical 
measure could be devised to evaluate in- 
structor efficiency. 

The procedure of using the student ap- 
titude scores for this purpose was briefly 
this. A group of each instructor’s students 
was so selected that each teacher’s group 
would contain students having aptitude 
scores similar to those of students in each 
other selected group. Scores ranging from 
89 to 42 were included, but all such scores 
were always represented in each instruc- 
tor’s selected group. The accomplishment 
scores for the individual students assigned 
in this manner to these groups were then 
assembled and totaled. For the earlier 
tests the results for different instructors 
were as follows: 


Instructor Student Score 
H 1658 


A similar procedure was followed for 
evaluating instruction efficiency when the 
results of later tests were available. The 
selected group for each teacher included 
students having as nearly as possible the 
same aptitude scores; they ranged from 
108 to 66. The respective accomplishment 
scores were then tabulated for the individ- 
uals thus selected for each teacher. 

The total in each case was considered as 
an expression of the teacher’s efficiency. 
The results are tabulated below. Note that 
the letters A, B, etc., in the prior tables 
and in the tables that follow do not neces- 
sarily refer to the same teachers in both 
cases, 


Rank 1— 
Instructor A score 2554 
Instructor F score 2393 
Instructor E score 2387 
Instructor C score 2376 


Instructor G score 2360 
Rank 3— 

Instructor D score 2152 

Instructor B score 2088 


Rank 2 probably represents the results 
of typically careful and efficient teaching. 
Rank 1 is about 200 points above and 
Rank 3 is about 200 points below this 
showing; hence there is no likelihood that 
a change in the students selected for listing 
would materially change the ranking of 
the instructors. 

It is sometimes thought that some in- 
structors might give so much time and 
effort to students who were getting low 
grades that the advancement of the better 
students would be arrested. To experiment 
with that idea, each instructor’s students 
were divided into two groups: low grades 
(aptitude scores below 87) and high grades 
(aptitude scores 87 or above). The total 
accomplishment scores for each instruc- 
tor’s students thus classified was as follows. 


Students with Students with 
grades low 


tructor 
A 

E 

F 

G 

D 

B 


It will be observed that there is prac- 
tically no change in ranking of instructors. 
This indicates that an instructor who gets 
a high degree of accomplishment from his 
better students will also get a relatively 
high accomplishment from the students 
with low grades. 

Grade Consistency. Appraising instruc- 
tional quality might be subjected to other 
kinds of experiment if the records are 
available. One such attempt, not studied 
by the above authors, could be called test- 
ing the consistency factor. The underlying 
theory is that the grades a student gets in 
different courses will not be far apart; that 
is, low grades on the whole tend to repeat 
in different subject matter for some stu- 
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dents, and for other students high grades 
tend to repeat even in very different 
courses. 

A possible procedure would be the fol- 
lowing. It is assumed that a convenient 
record is available of the names and the 
grades reported in a certain course by a 
given instructor and that another record 
is also conveniently available which sum- 
marizes for each student the grades he 
made in all subjects in the current semes- 
ter. Prepare a columnar blank having 
seven columns. In the middle column indi- 
cate for each student in the accounting 
section under analysis the number of other 
courses in which he received a semester 
grade the same as his accounting grade. 
At the left of the center column the three 
columns are for courses in which his grades 
were higher than that in accountancy. For 
each course with a grade one letter higher 
than the accountancy grade, indicate the 
fact in the nearest of the three columns at 
the left; in the second column to the left of 
the center indicate the number of courses 
in a given student’s program that were two 
letters higher than the accounting grade; 
in the third, those three letters higher. At 
the right of the center column, three col- 
umns would receive entries when other 
grades were lower than the accounting 
grade. 

These vertical columns totaled for a 
sample section of elementary accounting 
might show something like the following: 


Grades 


Two or three letters higher 
One letter higher 
Same grad 


Similar tabulations for the same in- 
structor’s other sections should reveal 
whether these results tend to fall into a 
pattern. Such studies might very well be 
made by the instructor himself for his own 


guidance. If a number of similar analyses 
were available to a dean or a department 
head, the figures ought to be useful, along 
with other factors differently ascertained, 
in judging the relative teaching efficiency 
of various instructors in a large sectional 
course. 

It would be difficult to interpret alone 
a single analysis such as the one above, 
But the points of special significance are 
clear. Less than one-fourth of the other 
grades accord exactly with those given in 
the course analyzed. Probably better in- 
struction would have brought higher re- 
sults here than this. Within a range of one 
letter higher or lower are 57 per cent of the 
other grades (32% higher, 25% lower). 
Poorer teaching in this accounting section 
probably would have resulted in smaller 
percentages here near the middle and 
larger percentages toward the extremes. 

The individual instructor would be par- 
ticularly interested to think over the un- 
usual cases, if there are any, in the analysis 
of his sections. For example, if one student 
got a grade of A in this accounting course 
and grades of C in four other courses, some 
special circumstances were no doubt in- 
volved which probably would be known to 
the instructor. Likewise, a case in which 
the accounting grade was E and three 
other courses were reported C indicates a 
situation that might need investigating. 
Often the student concerned could explain 
his inconsistency, either low or high as the 
case might be. But the existence of numer- 
ous cases of high inconsistency in a few 
sections, or repeated in one instructor's 
continuing record, might be a clue to low 
teaching efficiency. 

There are few opportunities for con- 
trolled laboratory experiments while one is 
practicing accounting or teaching the sub- 
ject. But that should be all the more reason 
for making systematic observation and 
thoughtful analysis a customary procedure 
in both practice and teaching. 
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PROFESSIONAL EXAMINATIONS 


A Department for Students of Accounting 
Henry T. CHAMBERLAIN 


HE FOLLOWING problems are the sec- 

ond half of the November, 1944 

C.P.A. examination prepared by the 
Board of Examiners of the American Insti- 
tute of Accountants. The examinee was 
given four and one-half hours to solve both 
problems. The problems were given a 
weight of twenty-five points each, 


No. 1 


THE TYLER TRADING COMPANY 


Prepare statement of realization and 
liquidation summarizing receiver’s trans- 
actions by setting forth his accountability 
at beginning of receivership, the operations 
during receivership, and the condition at 
the consummation of receivership. 

Prepare summary statement of assets 


and liabilities conveyed to company man- 
agement at termination of receivership 
period (February 1, 1943, to January 31, 
1944). 


The Tyler Trading Company is on the 
verge of insolvency. Accordingly, a re- 
ceiver in equity, J. Thompson, is appointed 
by the court to take legal possession of the 
company’s assets as at February 1, 1943. A 
new set of books is opened by the receiver 
to reflect properly the transactions during 
the period of receivership. A proper segre- 
gation is to be made between transactions 
originating prior to and during the re- 
ceivership. At January 31, 1944, the busi- 
ness was turned back to the company. 

A post-closing trial balance of the com- 
pany on February 1, 1943, is as follows: 


THE TYLER TRADING COMPANY 


Inventory 
Subscribers to capital stock 
S. government bonds 


for depreciation—buildings 
sid insurance 


Notes payable 

Accrued on notes payable 
Accounts payabl 

M e sue on buildings 


interest on mortgage payable 
Common stock 


The transactions during the year of receivership are summarized below: 


Cash collections: 
Notes receivable—old (gross $79,000, less a off $8,090) 
Interest on notes receivable, including accrual {000 
Sao receivable—old (gross $110,000, less Poa $2,000 and uncollectible accounts written off 


‘ 
February 1, 1943 
ywn to Notes receivable. . . 90 ,000 

$668,540 $668,540 
Is 
e sub- 
reason 
n and $ 70,910 
cedure 4,400 

104, 500 
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Subscribers to capital stock ($1,000 uncollectible) 
Securities considered worthless Feb: 
Receiver’s certificates issued, interest at 44% 
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ruary 1, 1943 and not included in post-closing trial balance 


Accounts receivable—new (gross $225,000, less discount $10,600) 


Interest on U.S. government bonds 


Total cash collections 


Cash payments: 


Notes receivable discounted, not paid by makers (remaining $7,500 as at February 1, 1943, paid by 


makers at maturity) 
Notes payable—old 


Accounts payable—old feet at a discount of 10%) 


Accounts payable—old (retired at face amount 


) 
Accounts payable—new (gross $124,000, less discount $2,000) 
Interest on notes payable, including accrual of $9,800 
Interest on mortgage payable, including accrual of $1,200 


Receiver’s certificates 
Interest on receiver’s certificates 
Receiver’s fees 


Other transactions: 
Sales of merchandise (before discounts) 
Purchases of merchandise (before discounts) 
Selling expenses 
General expenses 

Adjustments at January 31, 1944: 
Merchandise inventory 
Depreciation of buildings 
Accrued taxes 
Accrued interest on notes receivable 


Provision for doubtful accounts—new accounts receivable 


Insurance expired 
Interest on old notes payable 
Interest on old mortgage payable 


No.2 
TAD CO., INC. 


From the information submitted here- 
after relative to a canceled production 
contract of Tad Co., Inc., prepare a state- 
ment of undelivered inventories at cost 
plus an allowance for general and adminis- 
trative expenses applicable to the contract 
as at March 31, 1944, date of cancellation. 

On November 18, 1943, Tad Co., Inc. 
contracted with a consumer to deliver 
10,000 units of “‘meti’”’ to the latter as and 
when finished. By mutual agreement this 
contract was canceled as of March 31, 
1944, and the contracting parties have 
agreed to use a statement of undelivered 
inventories at cost plus an allowance for 
general and administrative expenses as at 
March 31, 1944, as a basis for negotiating 
settlement. There is also an understanding 
between Tad Co., Inc. and the supplier of 
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raw materials used in “meti” that any raw 
materials in excess of that applicable to the 
entire contract may be returned to the 
supplier who will accept at cost on the 
basis of most recent purchases. 


“Meti” is processed successively 
through depts. No. 20 and No. 30 and is 
the sole product of these departments 
except for tools made and used in dept. 
No. 20 for “meti.” 

“Meti” is made from two raw-material 
ingredients identified as “O” and “P” 
which are issued at the outset of process- 
ing in dept. No. 20. Two units of “O” and 
one unit of “P” enter into one unit of 
“meti.” 


Production data: 


1. No inventories were on hand at 
November 18, 1943, date of contract. 
2. 1,500 units of “meti” had been de- 


LES 4700 


Professional Examinations 243 


livered to the consumer under the 
contract as at December 31, 1943. 

. Applicable inventories as at January 1, 
1944 follow: 
(a) Raw materials: 


proportion to direct labor cost. The 
total direct labor cost for all depart- 
ments, including depts. No. 20 and 
No. 30, is $400,000. 


ls 
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000 
000 
000 
000, 

000 
600 
700 
300 
800 
300 
800 
200 


“O”—2,000 units at $3.00 
“pP”—1,000 units at $1.80 
(b) Work in process: 
Dept. No. 20—800 units esti- 
mated.to be 40 per cent com- 
plete; cumulative cost, $11,200. 
Dept. No. 30—600 units esti- 
mated to be 30 per cent com- 
plete; cumulative cost, $19,700. 
(c) Finished goods—none 
. Raw materials purchased from Janu- 
‘ ary ist to March 3ist, 1944 follow: 
16,000 units of “‘O”’ at $3.50 per unit 
5,100 units of “P” at $2.00 per unit 
Raw materials were issued on a first-in 
first-out basis, as required. 
. Other costs and charges from January 
ist to March 3ist, 1944, are: 
Dept. Dept. 


No.20 No.30 
$40,000 $48,000 


50,000 60,200 


Direct labor 

Direct departmental manufac- 
turing overhead 

General manufacturing over- 


6. Contract inventories at March 31, 
1944 
500 units, 40% complete 
Dept. No. 30 
800 units, 70% complete 

. Work in process inventories as at 
March 31, 1944 are to be stated on the 
basis of current costs incurred from 
January 1 to March 31, 1944 without 
averaging therein beginning invento- 
ries as at January 1, 1944. 

. 5,700 units of “meti’” were delivered 
to the consumer under the contract 
from January ist to March 3ist, 
1944. 

. General manufacturing overhead from 
January 1 to March 31, 1944, totaling 
$56,000, is prorated to departments in 


. Past experience shows that general 


and administrative expenses may be 
applied at the rate of 15 per cent of 
cost of sales. This percentage is 
deemed fair as an allowance on the 
cost of inventories. 


. An examination of the production data 


furnished discloses the following: 

(a) Direct labor, dept. No. 20, in- 
cludes $3,000 of labor expended 
in making tools. Materials going 
into such tools, amounting to 
$6,000, are included in direct 
manufacturing overhead. Direct ) 
manufacturing and general man 
ufacturing overheads are appli- 
cable in proportion to direct’ 
labor. Forty per cent of the tools 
manufactured have been .com- 
pletely used; the remaining tools 
have depreciated 60 per cent 
but can be used on other lines of 
manufacture. 

(b) Direct labor, dept. No. 20, other 
than that applied to tools, is 
overstated $1,200 as a result of 
clerical errors in labor pricing 
totaling $200, and of an incor- 
rect classification of an indirect 
labor item of $1,000. 

(c) Direct manufacturing overhead, 
dept. No. 30, includes a loss of 
$800 on the sale of a machine 
used in that department. The 
company failed to accrue depre- 
ciation of $200 from March ist 
to March 22nd, the date of sale. 

(d) The records do not reflect a 
vendor’s cancellation claim of 
$300 (400 units of “P” at $.75) 
arising out of the contract can- 
cellation. This claim is investi- 
gated and found to be proper. 


Note: Carry out decimals to two places. 
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On hand, January 31, 


Loss om accounts of te capital stack. 
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The Tyler Trading Company, J. Thompson, Receiver 
Statement of Assets and Liabilities Conveyed to Company 
January 31, 1944 


The Tyler Trading Company, J. Thompson, Receiver 
Statement of Realization Gain or Loss 
February 1, 1943 to January 31, 1944 


Loss on realization of notes receivable: 
On hand, 1 


$ 90,000.00 


Loss on realization of accounts receivable: 


Assets 
Current assets 
Accounts receivable: 
Old accounts, less reserve $4,000.00 (Note 24,000.00 
New accounts, less reserve $800.00. , 200 .00 
Accrued interest on notes receivable. 309.00 
$341 , 660.00 
Liabilities 
Current liabilities 
Accrued interest on: notes. payable. ....... 2,800.00 
Accrued interest on mortgage payable... 1,200.00 $218,000.00 
Net assets 
Net assets taken over by receiver on February 1, 1943..................-005- $ 52,960.00 
Less loss on realization and 3,890. 
$ 49,070.00 
Add net income from operations for period of receivership, February 1, 1943 to 
$341 , 660.00 


Notes: (1) The old notes do not include $2,500.00 of discounted notes which the makers did not honor. 
(2) No further provision has been made for possible losses on old accounts receivable. 


*$10, 590.00 


ow 


246 
T 
T 
U 
In 
: 80) 
5, 
Ti 
0 
5; 
00 
00 
T 
Ir 
3,500.00 
000.00 136,000.00 * 2,000.0 
* 1,000.00 
5,000.00 
4, 700.00 
890.00 


SSS 5 
888 8 


338 


| 


, 660.00 
, 660.00 


| 


Solution to Problem 2 


Professional Examinations 


Unit Purchases of “O” and “P” and I tori 


at March 31, 1944 


“ov “py 
To produce 1,500 units of “meti” up to 3,000 1,500 
Usage: 
17,000 8,500 
Inventories to be included in termination claim. .................ccceeeeeeeeeeeeenenecs 3,000 500 
Units of Labor and Overhead 
January 1, 1944 to March 31, 1944 
Department No. 30 
Units 
800 units at March 31, 1944 (Received since January 1, 1944 from Dept. 20) 70% complete. .... 560 
5,700 units delivered: 
600 from January 1, 1943 inventory on which 70% of the labor and overhead was applied since 
5,100 completely processed since January 1, 1944 (Received since January 1, from No. 20)... , 5,100 5,520 
Total units of labor and ovefhead since January 1, 6,080 
Department No. 20 
5,900 units delivered to Dept. 30: 
800 from January 1, 1943 inventory on which 60% of the labor and overhead was applied since 
5, 
Revision of Direct Departmental 
Overhead Rate in Department No. 20 . 
Direct labor 
Tools Meti Total 
$3,900.00 $35,800.00 $38,800.00 
Direct departmental overhead 
$51,000.00 
Material for tools included in overhead... 6,000.00 
$45,000.00 
Rate: $45,000.00 + $38,800.00 115.97% 
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Revision of General Manufacturing 
Overhead Rate 
Less overstated direct labor costs in Dept. 20........ 1,200.00 
$398 , 800.00 
Department 20 
Tools 
Direct departmental overhead exclusive of depreciation of tools (115.97%)........... 3,479.00 41,521.00 
$92, 152.12 
Departmental unit cost of labor and overhead; $92,152.12+5780... $ 15.94 
Department 30 
Meti 
Direct cence manufacturing overhead, per accounts less adjusted loss on sale of machine, oan 
$114,339.20 
Departmental unit cost of labor and overhead, $ 18.81 
Manufacturing Cost of Ending Inventory of Work in Process 
Raw material: 
1,300 units of “P” at 2.00 per unit.....................s.ssecccececccsceees 2,600.00 $11,700.00 
Labor and manufacturing overhead, Dept. 20: 
Labor and manufacturing overhead, Dept. 30 
Costs from Dest. 30—70% of $18.81... ... 13.17 
$29.11 23,288.00 
$38,176.00 
Cost of Undelivered Inventories 
Cost of raw materials: 
$49,976.00 
General and administrative expenses (15% of 7,496.40 
$57,472.40 
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BOOK REVIEWS 


HERBERT E. MILLER 


What the Figures Mean. Stephen Gilman. (New York: 
The Ronald Press, 1944. Pp. 121. $2.50.) 


Ask the average business man, ‘“‘What do the figures 
mean?” and he will probably answer in terms of the 
more common ratios, percentages and turnover figures; 
and his interpretation is likely to stop at that point. 
Mr. Gilman’s book, What the Figures Mean, is a 
small volume addressed to the business man who has 
some knowledge of elementary statistics, and is an in- 
vitation to use that tool as an aid in coping with busi- 
ness data. As Mr. Gilman says in his preface: “The book 
has been written for people who want to understand and 
use business figures but who have never had it explained 
that the way to do this is to enlist the aid of a few sim- 
ple, easy methods of statistical analysis to bring out of 
the figures important meanings otherwise difficult to 
perceive.” While the book might have been more ex- 
tensive, this aim, within the scope of.the book, has been 
accomplished. 

This is not a text-book in the usual sense of the word. 
It is succinctly written and suggests briefly and simply 
the adaptation of certain statistical procedures to busi- 
ness problems. For example, the usual text-book in ele- 
mentary statistics describes several different averages 
and measures of dispersion; and the student is usually 
so lost in the maze of mathematical calculations that he 
fails to see the application. Mr. Gilman shows the 
situation to be interpreted, and then chooses the sim- 
plést measures to apply to the problem. He uses the 
arithmetic mean and the average deviation, both of 
which are quickly understood, easily calculated and 
readily applied by the layman. The choice of simple 
procedures is characteristic of the book. 

There are eight brief chapters. They are: (1) “The 
Problem of Business Figures,” (what do the figures 
mean); (2) “Collection of Business Figures,” which 
includes a brief description of the initial records, the 
definition of units, and the problem of sampiing; (3) 
“Figures in Patterns,” a discussion of statistical tables; 
(4) “Pictures of Figures,” a brief consideration of 
gtaphics—time charts, both arithmetic and semi- 
logarithmic, frequency charts and scatter diagrams; 
(5) “How to Use Averages,” which includes a discussion 
of the moving average; (6) “How to Use Percentages,” 
which includes percentages, ratios, unit costs and trend 
analysis; (7) “Prediction in Business,” which empha- 
sizes the distinction between prediction and crystal- 
gazing forecasting. This chapter presents the importance 
of association between figures as the basis for intelligent 
business prediction. The last chapter deals with “The 
Search for Standards.” 

The aim and extent of this small volume is best. de- 
scribed in Mr. Gilman’s own concluding paragraph: “In 
interpreting and using business figures elaborate, overly 
refined or highly mathematical methods are unsuitaole 
if for no other reason than that they are commonly re- 
jected by practical men. . . . In this volume an attempt 
has been made to present and illustrate certain simpli- 


fied methods for trying to find out ‘what the figures 
mean.’ ” 

Personally, it was a delight to see some of the more 
difficult statistical concepts robbed of their terror. The 
“standard error” and the “factor of safety,” for exam- 
ple, have been reduced to a mere matter of simple arith- 
metic. The question naturally arises, however, as to 
whether such a procedure has meaning without ade- 
quate statistical 

Business people should find this volume of practical 
value insofar as it points out situations where simplified 
statistical procedures could be applied. It might also be. 
indirectly useful by influencing them to review a text 
in elementary statistics, and extract therefrom other 
statistical procedures which would be applicable to their 
business problems. 


Nina L. Younes 


1, 

2. War Contract Problems 

3. Corporate Financial Statements; Hederal Re- 
ports 36 

4. Federal Taxation; The National Debt 54 

5. Manpower Policies; Wage & Salary Stabi- 
lization 39 

. Postwar Considerations for Controllers = 


- Controllership Problems 

. Pension Plans; Social Security 
(New York Controllors’ Institute of ene 
50 cents each) 


These pamphlets (eight in all) cover certain ar 
cussed at the twelfth annual meeting of The Control- 
lers’ Institute of America held in September, 1943, 

The entire series of pamphlets is concerned with pres- 
entation and discussion of various war and postwar 
problems which may be faced by controllers. Because 
of the development of solutions or proposed solutions to 
such problems during the past year certain of the papers 
may be of small interest. However, the pamphlets are, 
as a whole, competent discussions of various subjects. 

The first pamphlet is entitled “Postwar Reserves” 
and like most discussions on such topics emphasizes the 
necessity for such reserves. In addition, attention is 
given to the possibility of “funding” such reserves and 
to various plans under which the provision for such 


Ono 


, postwar reserves might be adopted by the government 


as a proper tax return deduction. One of the papers als 
briefly discussed the question of control of costs and 
expenses as ane possible means of putting corporations 
in better financial condition for the post war period. 

The second pamphlet covers the subject of “War 
Contract Problems” and includes discussion on renego- 
tiation and termination of War Contracts. The indi- 
vidual experiences of the various speakers are of con- 
siderable interest. 
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The next pamphlet is a discussion of “Corporate 
Financial Statements and Federal Reports.” The first 
paper is by the chairman of the finance committee of the 
United States Steel Corporation and is a valuable paper 
on the general subject of annual report clarity and cer- 
tain steps taken by that company in the presentation of 
its report to stockholders. A highly interesting and 
thought-provoking paper was presented by John W. 
Hill, a public relations consultant. He spoke of the use 
of proper words in reports and reminds the reader that 
some words are “favorable,” some of the words “un- 
favorable.” He raises certain questions about the use of 
“Profit and Loss’”’ and “Surplus” which are often mis- 
understood by the statement reader. One comment de- 
serves repeating: “ ... when you add a million dollars 
to surplus the public believes you are tucking away a 
million dollars in the bank or safety deposit box.” An 
even more thought-provoking comment was to the ef- 
fect that “...a good friend of mine once explained 
that the financial statement was invented years ago by 
corporation lawyers to conceal the true state of a com- 
pany’s affairs.”” Everyone has, from time to time, (even 
trained accountants) studied the financial statements of 
a company, especially those which contain large, vague 
and apparently meaningless footnotes, and wondered 
what was meant and been puzzled by what might be the 
true facts. Perhaps this is the major problem of account- 
ants—to make statements which are understandable and 
which mean something to the reader. Have accountants 
been too technical, too concerned with classification, 
have they been poor salesmen? Those are the questions 
which came to mind from a reading of Mr. Hill’s paper 
and they are worthwhile questions. 

The remaining pamphlets deal with such general sub- 
jects as “Federal Taxation,” ‘Manpower Policies,” 
“Pension Plans” and other general controllership prob- 
lems, 

In general, the series of papers and discussions raises 
questions and cites examples rather than proposes solu- 
tions. Not all of the discussions are of general interest 
to accountants and some of the papers are definitely 
political in nature. While no substantial contributions to 
accounting literature are apparent, certain of the papers 
raise questions and stimulate or revive ideas which may 
make the series worthwhile. 

GrorGE WINCHELL 

Arthur Andersen & Co. 

Minneapolis, Minnesota 


Mapi Accounting Manual. (Chicago: Machinery and 
Allied Products Institute, 1944, Pp. 50. $5.00.) 
According to the Introduction, this manual takes 

the place of the Standard Accounting and Cost System 

Manual last issued by the Machinery Builders’ Society 

in 1933. The task of developing the Mapi Accounting 

Manual was delegated to a special committee of the 

Accounting Council of the Machinery Institute. Counsel 

was given the committee by Mr. V. H. Stempf, Past- 

President of the American Institute of Accountants and 

by Dr. R. P. Marple, Director of Research and Tech- 

nical Service, National Association of Cost Account- 
ants. 

It was felt by the Machinery Institute that the highly 
distinctive accounting problems present in the capital 
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goods industries required the application of specialized 
procedures and the use of specially adapted accounting 
controls in these industries. Those responsible for this 
manual feel they have incorporated therein “an up-to- 
date statement of accounting principles and practices 
approved for use in the capital goods industries,” and 
that their recommendations are in accordance with ac- 
cepted practices and may be adapted to businesses of 
any size. Special war problems have been excluded in- 
tentionally, exceptas the fundamental principles outlined 
will be useful and applicable in abnormal as well as 
normal situations. 

This publication is divided into six sections as fol 
lows: 

1, Financial Statements 

2. Balance Sheet Accounts 

3. Cost Accounts 

4. Profit and Loss Accounts 

5. Commercial Expense Accounts 

6. Foundry Cost Accounting 
to which has been added a comprehensive index. 


Pro forma recommended Balance Sheet and Profit 
and Loss Statements are submitted in Section 1, fol- 
lowed in succeeding sections by classifications and defi- 
nitions of real and nominal accounts, both cost and 
commercial. Throughout the work an attempt has been 
made to enunciate sound principles and practices under- 
lying the accounting for the various elements within the 
enterprise whether these are fixed assets, defective and 
spoiled work, or other items of importance. 

The manual is well conceived and arranged; the 
format is sound and pleasing. This work is worthy of 
addition to the working and reference library of one 
interested in cost accounting and cost systems. 

Hae L. NEWCOMER 

University of Illinois 


Excess Profits Tax Relief. Hugh C. Bickford. (New York: 
Prentice-Hall, Inc. 1944. Pp. x, 491. $7.50.) 


It has become an accepted principle in Federal 
finance to recover for the Federal treasury the maximum 
possible portion of business profits deemed attributable 
to war. Experience with the War and Excess Profits Tax 
Act of World War I has, however, shown that the for- 
mulation of the broad principles defining the tax liabil- 
ity for the accomplishment of that objective invariably 
produces considerable inequity in many cases, Hence 
relief provisions are as much a part of such tax legisla- 
tion as are those imposing and defining the liability 
itself. The current Excess Profits Tax Act has followed 
the pattern of its World War I predecessors in this re- 
spect. It has from the very beginning contained provi- 
sions intended to afford taxpayers relief under certain 
specified circumstances. The subject matter of the book 
herein reviewed is the most important single relief 
provision in the existing Excess Profits Tax Act, namely, 
Section 722 of the Internal Revenue Code. 

The author, after devoting a preliminary chapter to 
general matters, launches into a discussion that follows 
the order in which Section 722 lists the situations in 
which taxpayers are entitled to the type of relief af- 
forded by that Section. A separate chapter is devoted to 
each of the five general classes specified in Section 722 
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(c), while but a single chapter deals with cases within 
Section 722 (d). His aim is to determine, as accurately 
as it is possible to do so in the absence of any ultimately 
authoritative exposition of the statutory language, the 
vital factors defining each special case. Having\done 
that, he next proceeds to analyze the type of factual 
data that will have to be presented in order to prove that 
a particular taxpayer’s case falls within the defined 
class. It is in connection with this latter that the author’s 
discussion is likely to prove most valuable to those who 
practise in this field. The data set forth in Appendix A 
which is a Bibliography of Sources of Statistical Data, 
and in Appendix B which consists of Published Statis- 
tics of Income by Major Industrial Groups, is partially 
integrated into the discussion, and is, in any event, a 
valuable aid to those called upon to prepare Applica- 
tions for Relief under Section 722. There is a concluding 
chapter devoted to procedure in Section 722 cases. A 
great part of the book is devoted to a series of Appen- 
dices that contain some valuable data that may aid in 
the interpretation of the Section. 

The present book should prove very useful to all who 
are interested in the problem with which Section 722 
deals. It is difficult to see how even it can do more than 
serve as a starting point for the solution of the numerous 
controversies that are practically certain to arise in its 
application. That is, however, no demerit to the author’s 
work. I¢ requires only a cursory reading of Section 722 
to realize that it deals with concepts so vague that a 
large field of discretion must inevitably be left to those 
officials who are called upon to administer it. The re- 
cently issued Treasury Bulletin on General Relief Pro- 
visions shows how formidable is the task of the taxpayer 
who petitions for relief under this Section. Time alone 
can tell how far it will in fact confer the benefits it was 
undoubtedly intended to give. 

Henry ROTTSCHAEFER 

Law School 

University of Minnesota 


Lectures on Fire Insurance Accounting. Insurance Soci- 
ety of New York (New York: Wisdom Press, Inc., 
1943. Pp. 128. Paper ed. $1.50. Cloth ed. $2.00.) 


This volume does not pretend to present a course in 
insurance accounting, but is designed to present to em- 
Ployees, prospective employees, insurance agents, and 
others who may be interested, a description of the forms 
and subject matter of the various accounting and statis- 
tical reports that are required in agencies and home 
offices in connection with the collection of premiums, 
the accumulation and investment of reserves, the settle- 
ment of losses, and the administrative and other ex- 
penses of conducting the business of fire insurance. 
Particular attention is paid to the preparation of annual 
Statements for presentation to government insurance 
authorities in accordance with legal requirements. 

Among the topics treated in the eleven lectures of 
the course are the nature and sources of underwriting 
and investment income; disbursements for loss settle- 
ment, taxes and expenses; unearned premium and other 
reserves; legal requirements as to authorized invest- 
ments; taxation and policy reserves. 

The final lectures of the course deal with the nature 
and uses of office machinery, particularly tabulating 
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equipment, and with the various types of statistical 
data pertinent to the business of insurance. 

For the specialized needs which these lectures are 
designed to meet, there can be no question of their ade- 
quacy and value. 

Ricnarp A. GRAVES 

University of Minnesota 
Mobilising for Abundance. Robert R. Nathan. (New 

York: Whittlesey Honse, The McGraw-Hill Book 

Co. 1944. Pp. xv, 228. $2.00.) 

The author of this sprightly written little book has 
tried to popularize the Keynes-Hansen views in regard 
to the nature of business depressions. Pointing to the 
demonstrated productivity of the wartime economy the 
author asks, “why can’t this continue in times of 
peace?” His answer, as an adherent of this school, is 
that as national income rises and a satisfactory level of 
economic activity is reached people come to save more 
and more. If the economy in peacetime is to continue at 
this level it is necessary that these savings be offset by 
spending elsewhere in the economy. For a dollar saved 
that does not result in spending for investment goods, 
or which is not offset by someone else spending more 
currently than he receives, must mean a reduction in 
income to someone else in the economy. What is more 
important, Nathan espouses the “mature economy” 
thesis in that he does not believe there are sufficient in- 
vestment outlets in the economy to offset the 30 billion 
dollars of yearly savings that he believes will result if 
national gross product is to continue at a 150 billion 
dollar level in the period after the immediate postwar 


From this much simplified and streamlined analysis, 
policy recommendations in profusion follow. Investment 
must be encouraged. Business enterprise must be in- 
duced to build new plants and replace old equipment. 
Tax policy and interest rates must be designed to pro- 
mote such conduct. But 30 billion dollars of investment 
offsets simply cannot be found. In the prosperous twen- 
ties only 15 to 20 billion dollars a year of investment 
outlets could be found and these activities were of a 
precarious nature and failed to last. Therefore, if the 
economy persists in saving 30 billion dollars a year the 
Government must step in and furnish the necessary off- 
sets to this saving, for otherwise national income will 
fall until savings are so reduced that they are equal to 
the volume of offsets. But there is still one other way 
out. Savings might be discouraged and spending en- 
couraged. This can be achieved by utilizing the tax sys- 
tem for the purpose of redistributing income in favor 
of the lower income groups, because obviously they can 
be depended upon to spend. Unfortunately, much of 
our pre-war tax structure involved regressive taxes. 
Thus sales and excise taxes must be abolished and pro- 
gressive income taxes must be maintained. Also, in- 
security in the prewar economy led to a good deal of 
desperation saving for the purpose of meeting the 
“rainy day” and thus help to produce the very condition 
the individual feared. Therefore, Social Security in its 
many forms must be extended and its benefits raised so 
that individuals will be willing to spend without fear 
of the future. Furthermore, payroll taxes should be re- 
placed by general tax sources in financing the Social 
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Security program and large reserves should not be built 
up in periods of unemployment. 

For those who would like to have a simplified presen- 
tation of Keynesian ideas devoid of jargon, this book is 
to be recommended. The popularization has not been 
done by a mere popularizer, but by one who through 
training and experience is well equipped to speak for 
this important school of economic thought. However, 
the intelligent layman may be somewhat repelled by the 
simplicity with which all economic problems are dis- 
pelled through the magic formula of spending. Further- 
more, since he lives in the present he may already sus- 
pect that limiting spending rather than encouraging it 
will be the problem of the immediate postwar years. 
While Nathan is not particularly concerned by this 
period, but by what is to follow, it will seem to some 
readers that he greatly underestimates the problems of 
that period and the heritage they will leave for the later 
postwar economy. Also, to those who believe in America, 
Unlimited, the mature economy thesis of limited invest- 
ment opportunitieS will appear unproved. It is to be 
hoped that those who differ with the Keynesians can 
soon find as interesting a popular spokesman and will 
be able to offer against unemployment as complete a 
program as that presented in this book. 

A, MorGNER 

University of Minnesota 


Handbook of Tabular Presentation. Ray Ovid Hall. 
(New York: The Ronald Press Company, 1943. Pp. 
viii, 112. $3.50.) 


The author has written with a dual purpose in mind. 
On the one hand, he feels that the college student of 
statistics should have the information on tabular presen- 
tation provided by this volume. On the other, he seeks 
to provide a reference book for the professional statis- 
tical worker. To meet these needs, the author endeavors 
to show how “to design good statistical tables and to 
recognize bad ones and improve them.” 

There are three major sections or divisions. Part I, 
entitled “Principles of Tabular Criticism,” defines and 
describes the elements in all types of tables together 
with the purposes of these elements and their most 
common weaknesses, Part II, entitled “Illustrative 
Tables,” reproduces a number of tables, which have 
been selected to illustrate the most common errors in 
tabular presentation. In each case, these shortcomings 
are noted and a new table is created to demonstrate an 
acceptable form of presentation. Part III, entitled 
“Practice Problems,” presents additional selected defec- 
tive tables and thus provides an opportunity for prac- 
tice in improving their construction. 

The author has done an unusually fine job in pointing 
to the most common deficiencies in tabular presentation 
as well as the most effective means of presenting data in 
tabular form. He has written a book that is excellent 
both from the reference viewpoint and from an instruc- 
tional point of view. His continual use of examples 
makes his discussion of both desirable and undesirable 
practice unusually effective. The job is done thor- 
oughly, too, and covers minor as well as major features 
of statistical tables. Illustrations are drawn from a wide 
range of sources. The only criticism this reviewer finds 
appropriate concerns the format of the volume. Its use- 
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fulness might have been increased by holding pages to | 


the more common textbook size. That result could have 
been attained without injury to the contents. 
Date Yoprr 
University of Minnesota 


The Tariff Reform Movement in Great Britain, 1881- 
1895. Benjamin H. Brown. (New York: Columbia 
University Press, 1943. Pp. xi, 170. $2.50.) 

In the early 1860’s Benjamin Disraeli surveyed the 
field of British commercial policy and announced that 
protection was not merely dead but damned. Every 
scrap of protective tariff had been wiped off the customs 
list; the Navigation Laws were gone; colonial prefer- 
ences had vanished, and for the only time that I can re- 
call in the world’s history, the belief in full free competi- 
tive enterprise had been translated into public policy, 

Yet within twenty years an agitation was getting 
under way to prove that Disraeli’s funeral oration was 
premature both as to deadness and damnedness. We all 
know that Great Britain became a fully protectionist 
country again in 1931-32. That final step was preceded 
by some shreds and patches of tariff during and after 
World War I; but these in turn came after three decades 
of controversy in which “‘tariff reform,” usually but not 
always allied with imperial preference, became a burning 
political issue and was adopted as part of the platform 
of the Conservative party. . 

Since the return of Britain to protection was an event 
of worldwide importance in view of the far-reaching 
character of the British export-import economy, Mr, 
Brown has picked on a topic of more than local interest. 
He has confined his attention to the origins of the con- 
troversy, and traced the course of the headwaters, the 
tiny creeks—often muddy, rocky, and murky—which 
eventually produced the broad stream of national dis- 
cussion. He finds the first voices being raised about 1880 
in favor of turning the British back on what everybody 
assumed had become a fixed and unchangeable doctrine 
and policy. The competition of continental European 
bounty-fed beet sugar makes the colonial growers and 
British refiners of cane sugar clamor for “fair trade” 
and retaliatory countervailing duties if the Counties are 
not dropped. Worsted manufacturers, cutlery makers, 
hardware producers, iron and steel men all feel the grow- 
ing competition of Germany, the effect of the “Great 
Depression” of the eighties, and the McKinley tariff. 
Farmers are hit by the combination of a long spell of 
bad weather and by the tidal wave of cheap produce 
from the New World. 

Mr. Brown traces the effect of this many-sided 
malaise in producing agitation under five headings. 
First comes the account of the grubby attempt to line 
up labor—an attempt so dirty and underhanded that it 
rebounded on those who made it. Next comes the cam- 
paign, much more successful, to capture the Conserva- 
tive party. Then we have a survey of the effort to wed 
tariff reform and imperialism, an attempt in which many 
politicians from the colonies play an active part in trying 
to teach mother how to extract the contents of eggs 
without breaking the shell in order that the colonies can 
have an omelette. Finally there is a brief sketch of the 
clamor of farmers and landlords for protection. 

The story ends rather arbitrarily in 1895, “because 
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with the accession of Joseph Chamberlain to the Colo- 
nial Office in that year” the tariff reformers had aconvert 
in high office, and the future of their proposals depended 
on Chamberlain’s ability to mold his party’s policy. 
Mr. Brown had intended to write a postscript on Cham- 
berlain, but it grew too long and was therefore aban- 
doned. In consequence, the reader is left up in the air, 
and given no hint of the sequel. For that he has to go to 
the general books on British political or economic his- 
tory. In those he may discover that 1895 was also the 
end of the long decline in prices; it was also the year of 
the Jameson raid against the Boers in South Africa, and 
of quite a number of other significant developments. In 
them he will also read what befell Chamberlain and all 
his successors before 1914. It is a pity Mr. Brown gives 
us no hint of the middle and lower course of the stream. 
It is almost as if he wrote a description of the Missis- 
sippi as far downstream as Minneapolis and then 
stopped short without even supplying a map of the rest 
of the river. 

The book is the product of prodigious digging into a 
vast amount of propagandist material and files of count- 
less newspapers. Unfortunately, Mr. Brown has let 
himself be captivated and captured by his “reformers,” 
with rather disastrous effects on his outlook and vo- 
cabulary. From his account one would gather that the 
opponents of protection were a blind band of bats, whose 
only weapons were “doctrinaire” “‘Cobdenite” abstract 
theories of scaring forecasts that protection would mean 
a “dear loaf.”” Even for the limited period he studies this 
was not true, and it was less true when Chamberlain 
went on his grand stumping of the country. The protec- 
tionist was met head on at every point; every case he 
cited was given careful scrutiny; and in virtually every 
debate he came out pretty badly bedraggled. As for 
the “dear loaf” argument, it was no bogey, but a popu- 
lar way of expressing the basic difficulty which the tariff 
reformers could not escape. If Englishmen did not fall 
for the fair traders, retaliationists, imperial preferrers, 
tariff reformers, or whatever the name was, it was in 
part because they had a chance’to listen to a debate in 
which the arguments, facts, forecasts, and motives of 
the new dealers were mercilessly dissected. There is little 
hint of this in the book. 

HERBERT HEATON 

University of Minnesota 


Production, Jobs and Taxes: Postwar Revision of the 
Federal Tax System to Help Achieve Higher Produc- 
tion and More Jobs. Harold M. Groves. (New York: 
—- Book Co., Inc., 1944. Pp. xv, 116. 

1.25.) 


Seldom in the history of the science of economics has 
an issue been so clearly drawn as in the case of postwar 
tax reform. This arises out of the almost simultaneous 
publication of “Production, Jobs and Taxes” by Pro- 
fessor Groves, and “Postwar Taxes” drawn up by the 
Twin Cities Research Bureau. Proponents of all 
schools and shades of thought on this problem should be 
grateful that these publications came out so closely to- 
gether, thereby drawing the issue with fortunately un- 
usual clarity.) 


* Actually there were three including the study by 
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According to Professor Groves, ‘Taxes levied directly 
upon business concerns as such are likely to restrain 
business activity more than taxes upon individuais.’”” 
On the other hand the Twin Cities tax plan insists 
“ |... that relatively heavy corporate income tax rates 
are not as harmful to the private enterprise system as are 
heavy individual income tax rates, for the reason that 
the latter shut off at the source all possibility of ventur- 
ing of capital by individuals.’* Thus at least one central 
issue of the postwar tax structure has been struck with 
considerable clarity. And significantly the same cri- 
terion, maximum inducement to business expansion, is 
used to arrive at these opposite conclusions. 

As indicated above, Professor Groves suggests that 
the Treasury place main reliance for revenue on the in- 
dividual income tax. He suggests, in place of the current 
corporation income tax, a tax rate equal to the normal 
rate for individuals to be collected on business or cor- 
porate income, which tax would be essentially a with- 
holding tax on the income of individuals paid out by 
the corporation and an advance tax payment on income 
currently retained by the corporation. 

Personal holding companies and “‘ ions im- 
properly accumulating surplus” should be treated with 
respect to their tax liability the same as partnerships. 
As a special inducement to small businesses, even though 
incorporated, all earnings of these companies could be 
reinvested for a specified period of years without being 
subject to this withholding tax. This special privilege 
would be intended to serve as a partial offset to the ad- 
vantages which better established and larger corpora- 
tions have relative to the capital market. 

The coincidence of two widely publicized and care- 
fully written plans taking exactly contrary positions 
on the issue of whether individuals or businesses shall 
first obtain postwar tax relief dramatizes in a very ef- 
fective manner a most troublesome blind spot in a very 
important area of economic analysis, This issue can 
hardly be settled until much more penetrating and con- 
clusive work is done on the perplexing problem of the 
incidence and effects of these taxes. Professor Groves 
himself points this out very effectively. “The real answer 
raust be sought by analyzing the effects and incidence of 
business taxes.... One of the weakest spots in the 
armor of business taxes is the obscurity of their inci- 
dence. ... When the ultimate bearers of the burden 
and the degree of their participation are uncertain, it is 
hardly possible to appraise a tax. If neither the bene- 
fits for which compensation is sought nor the ultimate 
burden of the tax is discernible, the principal character- 
istic of the levy would seem to be the thick cloud of 
confusion that hangs over it.’ Until more light is shed 


the National Planning Association. This study, as the 
title implies, is somewhat broader in scope; and its 
recommendations relative to taxation are somewhat 
similar to those of the Committee for Economic De- 


velopment. Beardsley Rumi and H. Chr. Sonne, 
“Fiscal and Monetary Policy” (Washi 5 Os. 
National ing Association, July 1944). 

* Groves, M., op. cit., p. 11. 

Postwar Taxes: A Realistic to the 
Problem of Federal Taxation” (St. The Twin 
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on these questions, it is quite probable that disagree- 
ment rather than agreement will reign supreme but this 
is rather a tribute to the author, one of the country’s 
most eminent authorities, for attacking boldly and 
forthrightly a complex and controversial issue and there- 
by bringing it to the attention of the technical and gen- 
eral public. 

There are certain observations which can be made 
on this matter of incidence and effects. First, the empha- 
sis on the depressing effect of heavy profit taxes on the 
inducement to expand and invest is perhaps primarily 
salutary as an antidote for the undue emphasis in the 
Thirties on the taxation of idle dollars (idle savings). 
It seems probable that to some extent the net result of 
this policy during the previous decade was a vicious 
circle. Because of limited opportunities for investment 
and expansion, (intended) savings tended to be ex- 
cessive; to the extent that these savings were taxed and 
returned to the income stream, national income would 
tend to be sustained. But this line of analysis tended to 
overlook the secondary (and substantial) effect of these 
taxes on the incentives to invest and expand. Taxing 
these (possibly idle) dollars into activity also tended to 
reduce the attractiveness of the lure to risk further capi- 
tal, particularly in the more venturesome industries. 
And the progressive rate structure, by placing suc- 
cessively heavier penalties on the possible gains from 
further expansion, only intensified the problem.’ Thus 
the compensatory policies designed to compensate for 
the lack of investment opportunities tended further to 
reduce the volume of investment activity. 

Professor Groves’ recognition of the dual aspect of 
these taxes is most timely and serves to bring the prob- 
lem into better balance. 

On the other hand there was probably some force in 
the argument that business earnings, either paid out or 
retained, often step out of the income stream, thus be- 
coming a deflationary influence. Investment and busi- 
ness expansion will not necessarily or automatically 
emanate from a revision in the tax structure, nor should 
such be expected. The responsibility of policy formation 
will be to strike a compromise between these diverging 
objectives of discouraging the development of pools of 
idle savings on the one hand and encouraging expansion 
and investment on the other. 

Second, whether tax relief for individuals or for 
businesses conduces most to expansion depends some- 
what on whether one has in mind expanding activity on 
the part of established businesses or the creation of en- 
tirely new enterprises. It would be highly instructive if 
data could be developed on the extent to which the de- 
velopment of new businesses and the expansion of es- 
tablished enterprises respectively contribute to eco- 
nomic expansion. This is not an appropriate place to 
develop this point in detail, but the area of disagreement 
on postwar taxation might be somewhat narrowed if 
these two points are not lumped together. A tax struc- 
ture designed to encourage activity and expansion of 
existing enterprises may not be best designed to en- 
courage thi the establishment of new business units. 

5 ~~ § Professor Groves points this out very effectively on 


page 12. This t, of course, holds true of both cor- 
porate and individual taxation. 
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In the sound and fury of the argument over wh 


relief shall be accorded first to individuals or first 


businesses (or whether businesses as such can Jo 


be taxed at all) there may result a tendency for readal 


to overlook other recommendations in this exo 
publication which in their net effect on the le 


business activity may be even more important. Ong 


these is the repeal of the excess profits tax after th 
With this recommendation there would unde 
by a somewhat larger area of agreement. The t 
essentially a war measure. Its extremely high m 
rates certainly would be a deterrent to business e 
sion; and they seem to result in all sorts of peculi 
fects on the cost-price structure. Whether the 
profits tax should be abolished immediately af 
war depends to a large extent, of course, on the in 


ate tendencies toward inflation or deflation which m 
then be extant. And of course it is also true that the! 


carry-back provisions of the excess profits tax, 


author suggests, should be retained for two years i 


the abolition of the tax itself.® 
Professor Groves also recommends a carry-0 


losses for six years. This is important both because off 


tendency to equalize the tax liability over time a 


porations with heavily fluctuating incomes and beea 
it places the government to some extent in partner 


with business to share its losses as well as its gail 
this extent the risk element in enterprise (partic 
risky ones) is thereby reduced.’ 

A further suggestion is to allow more latitudei 
timing of deductions for depreciation and other re 


This seems desirable on several grounds. It is-@ 
method of inducing replacement of obsolescent eqy 
ment, thereby stimulating to that extent activity im 


capital goods industries and productivity in the 


industry. By varying the extent of deductions and 


inducements toward internal investment it might 


possible to discourage overinvestment during b 
and to encourage, via more favorable tax treatm 
this issue, such investment during periods when bu 
activity tended to be weak. 

It would seem to the writer that the net ef 
these three important recommendations passes th 


the author sets for himself at the outset—the effect 
the change on the volume of business activity—with’ 


controversy than the question of who gets tax re 


This book represents a significant contribution t# 


difficult and pressing issue. It will be of interest be 


those engaged actively in business and to those stud 


of economic policy as it relates to the volume of b 


activity in general. 
Minneapolis 


6 This is suggested because the implicit “contrat 


would extend two years beyond the repeat 

tax in view of the 

losses two years. this is the best meth 
businesses to be reimbursed for war cost 
incurred until the postwar period is an 

(and somewhat more controversial) question. 


W. 


7 Cf. Domar, Evsey D. and Musgrave, Richard) 


“Proportional Income Taxation and Risk- 
Quarterly Journal of Economics, May 1944, pp. 
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